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FEDERAL  RESERVE  DISTRICT  PRESIDENTS' 
VIEWS  ON  MONETARY  POLICY  AND  ECO- 
NOMIC CONDITIONS 


WEDNESDAY,  MARCH  10,  1993 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 

The  committee  met  at  10:05  a.m.,  in  room  SD-538  of  the  Dirksen 
Senate  Office  Building,  Senator  Donald  W.  Riegle,  Jr.  (chairman  of 
the  committee)  presiding. 

OPENING  STATEMENT  OF  CHABRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  committee  will  come  to  order. 

Let  me  welcome  all  those  in  attendance  this  morning  and  take 
note  of  the  fact  that  we  have  been  out  of  this  committee  room,  our 
normal  committee  room  now,  for  some  months,  as  the  various 
rooms  in  this  building  are  being  refurbished.  And  so,  we're  back 
today  for  the  first  time,  and  we  want  to  thank  all  those  who  did 
the  work  to  take  and  sort  of  improve  the  condition  of  the  room,  and 
in  that  context,  want  to  welcome  our  very  special  witnesses  this 
morning. 

We  have  with  us  today  the  12  Federal  Reserve  Bank  presidents 
from  across  our  country,  and  we  have  asked  them  to  come  today 
to  talk  about  the  economic  conditions  in  their  respective  regions 
and  their  individual  views  on  monetary  policy.  I'm  going  to  also  ask 
you  to  comment  today  on  your  views  as  to  what  you  think  there 
is  in  the  way  of  a  credit  crunch  and  what  might  be  done  about  it. 

We,  unfortunately,  have  a  number  of  Senate  conflicts  today  for 
Senators.  One  is  the  very  important  mark-up  of  the  President's 
budget  plan  in  the  Budget  Committee.  I  am  one  of  eight  members 
of  this  committee  that  serve  on  the  Budget  Committee.  Senator 
Sasser  of  our  committee  is  chairman  of  that  committee.  And  so,  we 
will  have  that  conflict  occurring  as  we  go  down  through  the  time 
that  we  have  this  morning. 

In  addition,  we  have  in  the  Judiciary  Committee  today  the  con- 
firmation hearings  of  Janet  Reno,  and  that  also  is  a  requirement 
that  will  cause  some  of  our  members  to  have  to  go  back  and  forth 
between  those  two  committees. 

This  is  an  extremely  important  hearing  today.  I  want  to  thank 
all  of  you  for  coming.  I  know  it's  difficult  to  synchronize  a  schedule 
when  you're  trying  to  bring  so  many  people  together  from  different 
parts  of  the  country.  But  I  think  it's  important  that  the  country  see 
you  all,  meet  you  all,  have  you  in  a  setting  where  the  very  impor- 
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tant  policy  duties  that  you  carry  and  execute  have  a  chance  to  be 
part  of  the  public  discussion,  the  public  record,  and  I  want  to  get 
into  that  as  we  go  along  today. 

By  law,  the  Reserve  Bank  presidents  serve  on  the  Federal  Open 
Market  Committee.  The  New  York  Fed's  president  serves  every 
year  and  the  rest  of  you  serve  on  a  rotating  basis. 

That  committee,  the  Federal  Open  Market  Committee,  which  we 
refer  to  as  the  FOMC,  makes  our  Nation's  most  critical  monetary 
policy  decisions.  Those  decisions,  as  much  as  any  decisions  made  in 
the  Federal  Government,  in  turn  have  an  effect  on  how  many  peo- 
ple have  jobs,  what  it  costs  in  terms  of  the  interest  rates  that  one 
has  to  pay  to  get  a  mortgage  or  a  business  loan,  and  what  the  rate 
of  inflation  also  is  likely  to  be. 

But  in  the  normal  course  of  events,  there  is  very  little  direct  pub- 
lic accountability.  Federal  Reserve  Bank  presidents  are  appointed 
by  their  private  board  of  directors,  not  by  the  President  of  the  Unit- 
ed States,  and  so,  they  are  not  confirmed  by  the  Senate,  as  we  do 
have  a  confirmation  activity  and  responsibility  with  respect  to  the 
Federal  Reserve  Board  of  Governors.  In  addition  to  that,  no  min- 
utes of  the  FOMC  meetings  are  released,  so  there  is  no  record  of 
the  Fed's  presidents'  views  there  either. 

We  do  receive  twice  a  year  a  report  reflecting  the  views  of  the 
FOMC  as  a  whole,  and  testimony  from  Chairman  Greenspan,  but 
there  is  no  normal  channel  for  transmitting  the  individual  views  of 
the  bank  presidents  on  monetary  policy  or  these  other  matters  I've 
touched  on,  and  this  hearing  was  designed  to  address  that. 

In  the  time  that  I  have  served  on  this  committee  now,  some  17 
years,  I  have  come  to  the  view,  and  I  think  that  it's  increasingly 
shared  by  others,  that  some  procedure  must  be  found  to  accommo- 
date a  greater  degree  of  direct  public  accountability.  And  I  am  open 
for  the  best  way  for  us  to  accomplish  that  and  I  would  welcome 
your  own  suggestions  about  that. 

But  I  think  the  weight  of  the  policy  decisions  we're  talking  about 
here  are  so  significant,  that  a  higher  degree  of  direct  public  ac- 
countability in  some  form  is  required. 

Now  the  bank  presidents  have  also  been  asked  to  testify  in  a  dif- 
ferent but  related  capacity,  and  that  is  this.  Each  district  bank 
makes  a  considerable  effort  to  collect  and  analyze  information 
about  the  economic  activity  in  each  of  the  respective  districts.  That 
is  a  very  important  area  of  work  for  them  and  I  believe  that  the 
district  bank  presidents  are  probably  an  underutilized  source  of  in- 
telligence about  regional  economic  conditions.  And  so,  our  wit- 
nesses today  have  been  asked  also  to  testify  on  that  subject. 

We  have  on  this  committee  a  very  broad  geographic  range  of 
member  representation  and  it  would  be  very  valuable  for  us  to  get 
a  sense  as  to  what  each  of  you  can  tell  us  as  to  what  is  happening 
in  your  respective  regions  in  terms  of  economic  recovery,  job 
growth,  what  you  see  the  economic  outlook  to  be  at  this  time  and 
looking  forward. 

After  opening  comments  by  the  other  Senators,  we  will  start,  and 
I  will  in  a  moment  introduce  you  all  by  name,  just  so  that  we  have 
that  on  the  record.  And  so,  those  that  may  be  viewing  this  hearing 
will  have  a  chance  to  know  who  you  are  as  well. 


Let  me  begin  with  Gerald  Corrigan,  who  is  president  of  the  New 
York  Fed  and  vice  chairman  of  the  FOMC.  I  want  to  just  say  to 
you,  Mr.  Corrigan,  how  much  I  appreciate,  and  this  committee  ap- 
preciates, really,  the  exceptional  leadership  you've  given  over  a  pe- 
riod of  years.  I  know  you've  announced  that  you'll  be  stepping 
down.  I  view  you  as  a  real  loss  to  the  system  because  you've  been, 
I  think,  such  an  outstanding  leader,  and  through  very  difficult 
times.  You've  always  been  very  helpful  to  this  committee.  You've 
been  very  forthcoming  in  your  testimony  on  different  occasions 
when  we  ve  asked  you  to  be  here.  You  enjoy  the  respect  of  every 
member. 

I  want  to  thank  you  for  really  an  extraordinary  period  of  public 
service.  We're  in  your  debt  and  we  wish  you  well  as  you  move  on 
to  other  things  after  this  assignment. 

Let  me  go  ahead  and  introduce  the  other  members  who  are  here. 
We  have  Mr.  Edward  Boehne,  who  is  here  from  the  Philadelphia 
region.  We  have  Silas  Keehn,  who  is  here  from  Chicago;  Mr.  Gary 
Stern  from  Minneapolis;  and  Mr.  Robert  McTeer,  Jr.,  from  Dallas. 

We  will  ask  them  to  each  give  their  testimony  initially,  and  then 
after  they  have  done  so,  we  will  continue  with  the  other  presidents 
present  with  us  today. 

Mr.  Richard  Syron,  who  we  heard  from  2  weeks  ago  on  mortgage 
discrimination,  and  gave  very,  I  think,  valuable  and  well-prepared 
testimony  to  us.  Mr.  Jerry  Jordan,  from  Cleveland;  Mr.  Alfred 
Broaddus,  from  Richmond;  Mr.  Robert  Forrestal,  from  Atlanta;  Mr. 
Thomas  Melzer,  from  St.  Louis;  Mr.  Thomas  Hoenig,  from  Kansas 
City;  and  finally,  Robert  Parry,  from  San  Francisco. 

Because  of  the  number  of  witnesses  we  have  today,  and  we  felt 
it  was  important  that  we  hear  from  all  of  you,  and  so  we  have  a 
chance  for  both  individual  views  and  sort  of  a  collective  sense  as 
to  where  you  see  things  going,  it  was  important  to  have  you  all 
here  at  once  and  to  take  testimony  from  each  of  you.  So  I'm  going 
to  ask,  after  Senator  D'Amato  makes  his  opening  comment,  I'm 
going  to  call  on  each  member  for  opening  comments. 

I  would  ask  today,  given  the  pressures  of  time,  that  everyone  be 
brief,  if  they  can,  in  their  opening  comments,  so  we  can  go  right 
to  our  witnesses. 

Senator  D'Amato? 

OPENING  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Thank  you  very  much,  Mr.  Chairman.  I  join 
you  in  welcoming  the  presidents  of  the  12  Federal  Reserve  district 
banks,  and  extend  a  special  welcome  to  Jerry  Corrigan,  who  serves 
as  the  president  of  the  Federal  Reserve  Bank  of  New  York. 

Jerry,  after  25  years  of  service  to  the  Fed,  distinguished  service, 
and  to  the  public,  we  wish  you  well  in  your  decision  to  take  your 
talents  and  to  apply  them  elsewhere.  We're  certain  that  you  will 
be  missed,  but  we  will  call  upon  you.  You  have  made  a  profound 
and  an  important  impact  in  this  entire  area.  We  wish  you  well. 

As  Mr.  Corrigan  points  out,  Mr.  Chairman,  in  his  testimony,  the 
economic  down-turn  in  New  York  began  a  little  earlier,  cut  a  little 
deeper,  and  lasted  a  little  longer  than  the  rest  of  the  Nation. 

I  can't  help  but  believe  that  the  reason  for  the  loss  of  500,000- 
plus  jobs  is  the  environment  in  New  York,  an  environment  of  tax 


and  tax  and  spend  and  spend,  and  the  failure  of  the  governmental 
leaders  to  understand  that  people  will  make  decisions  predicated 
upon  their  own  economic  well-being. 

In  the  case  of  corporate  America,  it  means  that  much  of  it  has 
left.  In  the  cases  of  working  middle-class  families,  it  means  they, 
too,  will  follow  the  jobs. 

So  unless  we  in  the  State  and  the  region  get  hold  of  that  spend- 
ing and  break  that  fixation  with  raising  taxes  to  keep  the  political 
institutions  moving,  as  opposed  to  fueling  the  private  sector,  we're 
just  going  to  continue  the  downward  trend.  And  the  polls  in  New 
York  will  no  longer  be  able  to  beat  up  on  the  Reagan,  and  then 
Bush,  team.  Now  I  wonder  who  they're  going  to  blame. 

Maybe  there  will  be  a  spiritual  awakening. 

Having  said  that,  the  fact  is  that  no  program  to  revitalize  the 
economic  will  work  unless  small  business,  the  real  engine  of  eco- 
nomic growth  and  employment,  can  get  the  credit  necessary  to  buy 
equipment  or  inventory  or  to  hire  or  to  expand,  and  to  do  that  at 
which  they're  best  at  doing — that  is,  to  seize  the  opportunities  that 
some  Government  planner  isn't  going  to  be  able  to  plan.  As  they 
see  it — a  new  market,  an  opportunity  to  move  in  a  new  direction, 
a  reinvigorating. 

The  facts  are  well  established  that  between  1980  and  1987,  while 
the  Fortune  500  companies  eliminated  over  3  million  jobs,  small 
businesses  created  17  million  new  jobs.  And  that's  why  President 
Clinton  today,  who  is  going  to  speak  to  a  group  of  the  Nation's 
bankers  and  others  at  1:30  about  how  to  get  credit  to  the  credit- 
starved  small  business  sector.  I  think  it  is  absolutely  vital. 

And  I  have  to  tell  you,  it  seems  to  me  that  one  of  the  areas  that 
we  ought  to  proceed  on  is  to  make  it  possible  for  banks  to  do  that 
for  which  they  were  set  up,  and  that  is,  to  make  loans  and  not  en- 
cumber them,  not  hit  them  with  every  regulation  and  every  rule 
that  does  little  as  it  relates  to  protecting  their  soundness  as  a  tra- 
ditional bank,  but  encumbers  them  and  nas  them  buying  securities 
because  there's  little  risk  and  they  don't  have  the  regulators  com- 
ing in  and  they  don't  have  the  regulators  gunning  them.  And  I 
don't  say  this  in  a  disparaging  sense.  If  we  say  these  things  that 
the  regulators  have  to  go  do,  do  these  things,  and  we  write  these 
laws  to  force  these  things,  and  then  we  wonder  why  we  have  what 
would  seem  to  be  an  arbitrary  withdrawal  from  loans. 

The  fact  is  that  loans  are  down,  $25-billion-plus  nationwide,  and 
that  the  securities  in  terms  of  investments  and  holdings  by  the 
banks  are  way,  way  up. 

One  of  the  things  that  I  have  proposed  with  a  number  of  the 
members  of  this  committee,  Democrats  and  Republicans,  is  the  es- 
tablishment of  a  secondary  market  for  the  sales  of  those  loans, 
pooling  the  loans  of  small  businesses  and  setting  up  and 
securitizing  them  backed  by  these  loans,  a  pool  of  loans,  similar  to 
having  done  the  same  with  mortgages.  We  did  that  thing  with 
home  mortgages  in  1984. 

I'd  be  interested  in  your  observations  as  to  whether  or  not  we 
should  attempt  to  do  that,  in  this  way  giving  some  of  the  banks  the 
ability  to  sell  those  loans,  get  most,  if  not  all,  of  them  off  of  their 
books,  mitigate  against  the  necessity  for  keeping  those  reserves 
against  those  loans.  And  wouldn't  we  then  be  opening  up,  hope- 


fully,  a  whole  new  area  and  bringing  tens  of  tens  of  billions  of  dol- 
lars into  the  small  business  community. 

Not  another  Federal  work  program,  make-work.  Not  another 
guessing  of  how  I'm  going  to  better  stimulate  the  economy.  But  let- 
ting the  free  economic  system,  enterprise  system,  work  for  itself. 
Let  bankers  do  that  which  they  know,  which  is  to  make  loans  to 
people  who  they  would  like  to  make  loans  to,  but  today,  who  they 
feel  they  can,  given  the  present  regulatory  system  and  the  require- 
ments that  mandate  that  they  set  aside  these  reserves.  And  man- 
date the  examinations  and  the  second-guessing  of  these  loans  and, 
in  some  cases,  just  forcing  them  literally  to  withdraw  from  this 
area. 

Mr.  Chairman,  I'd  be  interested  in  hearing  the  views  of  our  dis- 
tinguished presidents,  and  I  commend  you  for  calling  this  hearing. 

The  Chairman.  Thank  you  very  much. 

Senator  Campbell? 

Senator  Campbell.  I'll  be  a  little  more  brief  than  my  colleague, 
Mr.  Chairman.  I  have  no  opening  statement. 

The  Chairman.  Thank  you. 

Senator  Mack? 

OPENING  STATEMENT  OF  SENATOR  CONNIE  MACK 

Senator  Mack.  Thank  you,  Mr.  Chairman. 

In  my  opinion,  having  these  12  regional  Federal  Reserve  Bank 
presidents  before  us  this  morning  is  an  arrogant  display  of  congres- 
sional power.  No  one  should  be  fooled  by  this.  The  purpose  of  this 
hearing  is  a  coup  d-'etat  on  monetary  policy.  It  is  a  clear  attempt 
to  intimidate  the  Federal  Reserve  into  an  easier  monetary  stance 
in  order  to  offset  the  contractionary  effects  of  President  Clinton's 
high-tax  fiscal  policy. 

The  result  will  be  inflationary.  This  will  be  bad  for  the  economy. 
It  will  erode  savings,  destroy  the  purchasing  power  of  senior  citi- 
zens on  fixed  income,  and  hamper  businesses  in  their  ability  to 
produce  goods  and  jobs. 

As  bad  as  this  easy  money  push  is,  I  worry  that  it  will  be  part 
of  a  larger  agenda  of  increasing  congressional  control  over  mone- 
tary policy.  I  expect,  for  example,  to  hear  more  of  the  effort  being 
made  to  accomplish  this  by  eliminating  the  role  of  these  12  presi- 
dents on  the  Open  Market  Committee. 

Exerting  more  congressional  control  would  be  a  horrible  mistake. 
Given  Congress's  pathetic  record  on  fiscal  policy,  I  can  think  of  few 
things  more  frightening  for  the  economic  inflationary  outlook  than 
to  increase  Congress's  role  in  the  conduct  of  monetary  policy. 

My  view,  which  is  shared  by  many,  is  that  the  role  of  monetary 
policy  in  this  country  is  to  assure  stable  prices  and  a  predictable 
environment  for  businesses  to  produce  jobs  and  employ  people. 
When  prices  are  stable,  earning  power  is  maintained,  retirement 
incomes  are  kept  whole,  home  mortgages  remain  affordable,  and 
conditions  are  improved  for  business  formation  and  job  creation. 

If  we  follow  the  path  of  easy  money,  we'll  have  the  classic  case 
of  more  money  chasing  fewer  goods  and  the  result  will  be  inflation. 
In  fact,  inflation  accompanying  higher  taxes  is  the  recipe  for  stag- 
flation. 


Those  who  call  for  easy  money  want  interest  rates  to  continue 
their  downward  trend.  But  excessive  money  growth  causes  long- 
term  rates  to  go  up,  now  down.  Those  who  have  been  infatuated 
with  the  performance  of  financial  markets  in  recent  months  are  sa- 
luting President  Clinton.  But  they  should  be  singing  the  praises  of 
Alan  Greenspan,  the  12  regional  presidents,  and  their  commitment 
to  a  sound  dollar,  instead. 

The  Chairman.  Senator  Shelby? 

Senator  Shelby.  Mr.  Chairman,  I  ask  unanimous  consent  that 
my  full  statement  be  made  part  of  the  record. 

The  Chairman.  Without  objection. 

OPENING  COMMENTS  OF  SENATOR  RICHARD  C.  SHELBY 

Senator  Shelby.  I'll  be  brief. 

Mr.  Chairman,  I  look  forward  to  hearing  from  everybody  here, 
but  I'm  particularly  interested  in  hearing  from  Bob  Forrestal,  who 
is  from  Atlanta  and  has  a  lot  to  do  with  the  oversight  of  the  econ- 
omy of  my  State  of  Alabama. 

Bob,  welcome  to  the  committee. 

I'm  interested  in  the  whole  Nation,  but,  as  I  just  mentioned,  the 
southeast  in  particular.  I'm  interested  in,  Mr.  Forrestal,  when  you 
come  up,  your  prognosis  for  the  health  of  the  economy  in  the  sixth 
district;  specifically,  for  my  State  of  Alabama. 

We  all  know  Alabama's  largest  industries  include  apparel  and 
textile,  manufacturing,  lumber  and  wood  products,  machinery  and 
computers,  primary  metal  products.  Will  demand  soften  for  these 
goods?  That's  what  I'm  asked  every  day.  How  will  higher  lumber 
prices  nationally  affect  the  lumber  industry  in  my  state?  How  will 
higher  lumber  prices  affect  the  home  building  industry,  if  it's  not 
already  doing  it?  Many  of  these  questions  I'm  sure  you  will  address 
in  good  time. 

Mr.  Chairman,  I  look  forward  to  hearing  from  all  of  them,  but 
I'll  wait  my  time. 

The  Chairman.  Very  good. 

Senator  Faircloth? 

OPENING  STATEMENT  OF  SENATOR  LAUCH  FAIRCLOTH 

Senator  Faircloth.  I  am  delighted  to  be  here  this  morning,  and 
pleased  to  be  part  of  what  is  an  unprecedented  hearing  for  the  first 
time  that  the  12  Federal  Reserve  Bank  presidents  have  been  asked 
to  appear  before  the  Banking  Committee,  and  I  must  say,  for  what 
I  hope  doesn't  turn  out  to  be  a  lecture. 

No  President  and  no  Congress  have  balanced  the  Federal  budget 
in  25  years.  Not  even  close.  Yet,  there's  a  move  afoot  in  the  Con- 
gress which  many  interpret  as  being  designed  to  bring  the  Federal 
Reserve  Board  under  the  control  of  Congress  and  the  President. 
More  under  control  of  politicians,  weakening  the  traditional  inde- 
pendence of  the  Federal  Reserve  Board.  It  is  a  recipe  for  fiscal  dis- 
aster for  the  American  economy. 

If  you  look  at  it  this  way,  if  the  Fed  loses  its  independence,  politi- 
cians looking  after  the  next  election  would  control  every  level  of  the 
economy — lock,  stock  and  barrel.  If  that's  not  a  recipe  for  turning 
the  United  States  into  a  banana  republic,  I've  never  seen  one. 


This  Congress  should  put  its  own  house  in  order  and  do  its  own 
job— balance  the  budget — and  not  think  about  taking  away  the 
independence  of  the  Federal  Reserve  Board. 

I  thank  you. 

The  Chairman.  Senator  Moseley-Braun? 

OPENING  STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Senator  Moseley-Braun.  Thank  you  very  much,  Mr.  Chairman. 

As  one  of  the  newer  members  of  this  committee,  I  must  say  I  am 
really  taken  aback.  I  look  forward  to  this  hearing  as  an  opportunity 
to  learn  from  these  gentlemen  who  have  all  been  very  active  in  re- 
gards to  Fed  policy  and  hearing  their  views  on  how  we  can  get  this 
economy  moving  again. 

I  have  been  takan  aback,  frankly,  that  this  hearing  and  these  op- 
portunities to  learn  have  so  been  characterized  by  what  in  my 
mind  is  just  blatant  politicization  of  the  issue,  political  speeches 
being  made,  Clinton-bashing  going  on,  bashing  of  any  rational  ap- 
proach to  coming  up  with  a  response  by  the  Congress  that  will  help 
us  focus  in  on  job  creation. 

It  seems  to  me  that  our  job  here  is  job  creation,  to  get  our  pro- 
ductive capacity  in  this  Nation  restored  so  that  the  American  peo- 
ple can  enjoy  an  enhanced  quality  of  life. 

We  obviously  have  to  avoid  the  cilia  and  sheribdus,  if  you  will, 
of  high  inflation,  on  the  one  hand,  and  no  deficit  reduction  on  the 
other.  We  have  to  chart  a  course  down  the  middle  that  will  allow 
us  to  reduce  the  deficit  and  keep  inflation  from  kicking  in  again. 
And  that,  it  seems  to  me,  is  the  role  that  our  monetary  policy,  our 
fiscal  policy  both  will  play. 

And  so,  these  gentlemen  have  a  lot  to  give  us  in  terms  of  infor- 
mation and  direction  and  I  very  much  look  forward  to  hear  from 
them  without,  Mr.  Chairman,  the  benefit  of  political  posturing 
going  on  in  this  committee. 

The  Chairman.  Senator  Sarbanes? 

OPENING  STATEMENT  OF  SENATOR  PAUL  S.  SARBANES 

Senator  Sarbanes.  Well,  thank  you  very  much,  Mr.  Chairman. 

I'm  pleased  to  welcome  to  the  Banking  Committee  this  morning 
the  presidents  of  the  12  regional  Federal  Reserve  banks,  for  the 
purpose  of  this  hearing,  to  obtain  from  each  of  them  a  view  of  the 
economic  conditions  existing  in  their  particular  region,  and  also, 
their  view  on  what  the  Nation's  monetary  policy  ought  to  be. 

I  was  listening  to  some  of  my  colleagues  after  I  came  in.  I  must 
say,  they  seem  to  protestith  too  much  this  morning  and  I'm  a  little 
puzzled  as  to  the  reason  why.  The  Federal  Reserve  Act,  after  all, 
passed  by  the  Congress,  provides  for  the  establishment  of  a  Federal 
Reserve  bank  in  reach  of  the  12  Federal  Reserve  districts  of  the 
country. 

It  provides  for  the  Federal  Open  Market  Committee,  which  is,  of 
course,  an  important  policy-making  body,  with  12  voting  members, 
the  7  governors  of  the  Board  of  Governors  of  the  Federal  Reserve, 
and  the  5  representatives  from  the  Federal  Reserve  banks — the 
New  York  bank  all  the  time,  the  Cleveland  and  Chicago  bank  in 
alternate  years,  and  then  the  other  banks  are  grouped  and  go  on 
every  third  year,  as  I  understand  it,  although  I  understand  that  all 
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of  the  bank  presidents,  even  those  that  are  not  currently  voting 
members  of  the  Open  Market  Committee,  sit  in  and  take  full  part 
in  all  meetings  of  the  Open  Market  Committee. 

Mr.  Chairman,  the  Employment  Act  of  1946  requires  the  Board 
of  Governors  of  the  Federal  Reserve  System  to  submit  to  the  Con- 
gress twice  a  year  a  report  on  the  conduct  of  monetary  policy.  And 
the  act  requires  the  Board  to  consult  with  this  committee,  and  with 
the  House  committee,  on  the  report. 

We  do  not  at  the  moment  have  a  comparable  procedure  to  hear 
on  a  regular  basis  from  the  other  voting  members  of  the  Federal 
Open  Market  Committee.  And  indeed,  of  course,  as  I  indicated,  all 
regional  bank  presidents  participate  in  the  meeting,  although  only 
some  of  them  vote. 

This  is  unfortunate  because  the  regional  banks  have  particular 
expertise  in  the  economies  of  their  region,  as  well,  of  course,  as 
their  involvement  in  the  work  of  the  Open  Market  Committee. 

Now,  it's  not  quite  clear  to  me  why  this  hearing,  which  I  com- 
mend you  for  calling,  has  created  such  a  stir.  It  seemed  to  me  ap- 
parent on  its  face  why  it's  a  good  idea.  But  yet,  I  read  in  The 
American  Banker  just  this  morning,  and  I  just  want  to  quote  this 
article — I  assume  most  of  these  gentlemen  have  seen  it: 

Fed  Chiefs  Brace  For  Senate  Testimony — To  prepare  for  a  Senate  Banking  Com- 
mittee hearing  today,  the  presidents  of  the  12  district  Federal  Reserve  banks  acted 
as  if  they  were  about  to  go  on  trial.  Detailed  briefing. 

I'm  quoting  now  the  article.  This  is  not  necessarily  my  percep- 
tion, although  I'm  interested  in  this  knowledgeable  trade  journal 
bringing  this  point  of  view  to  this  hearing. 

The  detailed  briefing  papers,  some  more  than  100  pages  long,  were  prepared  by 
top  staff  members.  Some  even  held  mock  hearings  to  mirror  the  tough  questioning 
that  the  district  executives  are  likely  to  encounter  from  Senators  intent  on  making 
them  and  Federal  monetary  policies  more  accountable  to  Congress. 

A  list  of  likely  questions  and  proposed  answers  were  circulated.  Staff  members 
from  the  various  districts  have  been  comparing  notes  on  the  preparation  process. 

Now,  it's  not  quite  clear  to  me  why  this  hearing  has  provoked 
this  excess  of  activity  here.  Maybe  as  the  morning  proceeds,  we'll 
get  a  better  fix  on  that. 

In  any  event,  Mr.  Chairman,  I  think  it's  appropriate  that  we're 
holding  these  hearings.  The  Fed  does  have  a  responsibility  I  think 
to  be  publicly  accountable  for  its  policies.  That's  not  inconsistent 
with  an  important  degree  of  independence.  I  don't  know  of  anyone 
who's  actually  mounted  a  particular  assault  on  that  independence. 

But  I  look  forward  to  hearing  today  on  the  report  on  the  econo- 
mies of  the  various  regions,  as  well  as  to  share  the  views  of  the 
witnesses  before  us  on  the  conduct  of  monetary  policy. 

Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  Thank  you,  Senator  Sarbanes. 

Senator  Kerry? 

OPENING  COMMENTS  OF  SENATOR  JOHN  F.  KERRY 

Senator  Kerry.  Thank  you  very  much,  Mr.  Chairman. 

I  share  my  colleague's  amusement  or  consternation.  I'm  not  sure 
what  all  the  fuss  is  about 

Senator  Sarbanes.  Not  consternation.  There's  apparently  enough 
consternation. 

Senator  Kerry.  There's  consternation  on  the  other  side. 


Senator  Sarbanes.  I  don't  know  about  consternation  here. 

Senator  Kerry.  Well,  there's  some  consternation  here  to  my  left, 
certainly. 

Senator  Sarbanes.  And  certainly  over  here. 

Senator  Kerry.  Over  here,  there's  consternation  for  different  rea- 
sons. We  are  consternized. 

[Laughter.] 

On  both  sides. 

I  certainly  didn't  come  here  with  any  impression  that  this  was 
meant  to  be  some  questioning  of  the  independence  of  the  Fed.  I  sa- 
lute the  independence.  I  think  it's  a  very  important  ingredient  of 
our  structure.  I  don't  know  anybody  trying  to  diminish  it.  I  know 
there  are  rustlings  on  certain  levels,  but  I  don't  think  it's  very  real, 
and  that's  not  what  this  is  about  to  me. 

Mr.  Chairman,  I  salute  you  for  bringing  12  regions  together  to 
help  us  see  in  a  unified  way  what  some  of  the  very  real  problems 
are  that  we  face  in  this  country,  economically. 

I  think  we  would  be  derelict  if  we  didn't  try  to  draw  on  the  prac- 
tical experience  and  understanding  from  these  gentlemen.  If  we're 
going  to  make  banking  policy  in  this  country,  we  well  ought  to  be 
publicly  looking  to  their  opinions.  It  is  very  valuable,  I  think,  to 
have  them  here. 

Dick  Syron,  who  represents  our  district  in  Boston,  was  respon- 
sible for  ground-breaking  studies  on  mortgage  discrimination, 
which  this  committee  took  note  of  and  which  was  very  important 
to  us  in  the  deliberative  process.  In  addition  to  that,  when,  for  2 
years,  Washington  was  saying  there  wasn't  much  of  a  credit 
crunch,  Dick  was  pounding  away  putting  together  the  data  that 
helped  to  show  there  was  a  credit  crunch,  and  is  a  credit  crunch. 

Today,  Mr.  Chairman,  you  and  I  and  others  will  go  to  the  White 
House  to  hear  the  President  come  up  with  a  plan  to  deal  with  the 
credit  crunch  that  we've  been  pushing  for  a  while. 

So  I  think  it's  very  important  to  have  these  folks  here  and  to  be 
able  to  learn. 

If  you  look  at  Massachusetts  today,  we've  got  7.7  percent  unem- 
ployment, which  is  what  we  had  last  year.  Considering  all  the  talk 
about  recovery,  we've  had  one-tenth  of  1  percent  increase  in  jobs 
in  the  last  year. 

I  want  to  know  what's  happening  in  other  parts  of  the  country. 
I  want  to  hear  from  people,  why  this  recovery  is  different.  We  only 
have  450,000  new  jobs  created  in  America  in  the  course  of  this  so- 
called  recovery. 

If  we  were  recovering  at  the  rate  that  we  have  recovered  in  all 
last  recessions  since  World  War  II,  we  would  have  4.3  million  more 
jobs  in  America  today. 

This  is  different.  And  all  you  have  to  do  is  turn  to  any  American 
who's  lost  their  job  and  who  is  over  40,  who  is  worried  about  the 
potential  of  even  ever  working  again. 

I  welcome  the  experience  that  is  here,  and  I  am  convinced  that 
this  is  not  going  to  be  a  contentious  session,  as  some  trade  journal 
may  have  suggested,  but,  rather,  an  inquiry  as  to  what  we  can  do 
and  what  we  can  all  do  together  to  get  this  country  moving  again. 

The  Chairman.  Thank  you,  Senator  Kerry. 


10 

Before  calling  on  President  Corrigan,  let  me  just  say,  I  think  the 
country  wants  more  teamwork.  They  want  cooperation.  They  want 
us  to  be,  in  the  Government  or  in  public  policy  generally,  whether 
elected  or  not,  to  figure  out  how  to  work  together  and  think  to- 
gether and  to  get  the  country  on  a  stronger  economic  track. 

I  trust  that  all  of  you  have  seen,  as  we  have  seen,  consistent  poll- 
ing data  out  of  the  country  over  the  last  2  or  3  years,  to  the  effect 
that  an  overwhelming  majority  of  the  American  people,  when 
asked,  say  that  they  think  the  economy  is  on  the  wrong  economic 
track  going  into  the  future. 

These  are  stunning  numbers  because  they're  done  by  The  New 
York  Times  and  national  network  television  stations  and  what 
have  you.  But  there  is  a  persistent  and  consistent  showing  of  a 
sense  of  concern,  and  if  you  go  behind  that  to  an  analysis  of  aver- 
age family  incomes  over  the  last  20  years,  the  inadequate  job  recov- 
ery that  Senator  Kerry  cites  is  way  now  past  the  start  of  this  reces- 
sion that  we're  still  struggling  to  come  out  of. 

There  is  a  great  concern  in  the  country  as  to  whether  or  not 
we've  been  able  to  develop  the  right  economic  policies.  And  all  of 
you,  on  various  rotating  bases,  some  permanently,  some  on  an  in- 
and-out  basis,  have  had  a  direct  role  to  play  in  that,  and  do  have 
a  direct  role  to  play  in  it,  right  at  this  minute,  and  will  in  the  fu- 
ture. 

And  so,  I  think  it's  very  important  that  we  get  all  of  the  parts 
of  the  policy  process  cross-connected  here  so  mat  we  know  each 
other,  understand  each  other,  listen  to  one  another,  think  together, 
and  make  sure  this  economy  is  really  plugged  in  across  these  var- 
ious sectors  so  that  we've  got  a  strategy  for  America  that  can  work 
and  that  can  bring  about  the  economic  conditions  in  the  country 
that  the  people  want.  I  don't  think  it's  a  partisan  issue,  quite 
frankly,  and  I  don't  think  most  people  in  the  country  think  of  it 
that  way.  In  fact,  I  think  they  get  irritated  when  they  see  that  get- 
ting in  the  way.  They  want  good  economic  performance.  That's 
what  every  member  of  this  committee  wants.  I  think  it's  what  all 
of  you  want.  And  that's  why  we're  here  today. 

So  President  Corrigan,  we'll  hear  from  you  first,  and  then  we'll 
go  to  your  colleagues. 

STATEMENT  OF  E.  GERALD  CORRIGAN,  FEDERAL  RESERVE 
BANK  OF  NEW  YORK,  NEW  YORK  CITY,  NY 

Mr.  Corrigan.  Well,  thank  you  very  much,  Mr.  Chairman. 

Let  me  begin  by  thanking  you  and  Senator  D'Amato  for  those 
generous  remarks  in  the  opening  part  of  the  hearing.  I  think  you 
and  Senator  D'Amato  and  Senator  Sarbanes  and  others  who  have 
been  around  a  while  know  how  much  I  value  and  have  enjoyed 
working  with  the  committee.  I  hope  in  some  capacity  or  another, 
there  will  be  time  for  that  in  the  future. 

Senator  Sarbanes.  Mr.  Chairman,  could  I  add  that  the  commit- 
tee has  certainly  enjoyed  working  with  President  Corrigan.  It's 
been  a  very  positive  and  constructive  relationship  over  the  years. 
I,  for  one,  at  least,  very  much  value  the  counsel  and  advice  he's 
given  us. 

Mr.  Corrigan.  Consistent  with  your  request,  and  recognizing 
how  limited  time  is,  let  me  very  briefly  just  say  a  couple  or  words 
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on  economic  conditions  in  the  second  district  and  a  few  words  on 
my  views  about  the  monetary  policy  process. 

As  Senator  D'Amato  mentioned  a  moment  ago,  like  much  of  the 
rest  of  the  country,  the  last  several  years  have  been  difficult  for  the 
district  in  economic  and  financial  terms.  By  many  indicators,  the 
period  of  sub-par  economic  performance,  as  the  Senator  said,  prob- 
ably began  a  little  earlier,  cut  a  little  deeper,  and  lasted  a  little 
longer  than  was  the  case  for  the  Nation  as  a  whole. 

While  it  is  difficult  to  generalize,  the  reasons  for  this  probably 
center  on  disproportionately  greater  problems,  either  directly  or  in- 
directly, in  several  areas,  including  commercial  real  estate  over- 
building, defense  and  aerospace  cutbacks,  cutbacks  in  employment 
in  banking  and  finance,  which  really  have  been  quite  important, 
corporate  restructuring,  more  generally,  and  more  recently,  the 
slower  growth  of  exports,  especially  to  Europe. 

Having  said  that,  I  believe  it  is  fair  to  suggest,  drawing  on  both 
the  statistical  and  anecdotal  information  that  I  presented  to  the 
committee,  that  the  near-term  outlook  has  improved,  even  if  it  re- 
mains true  that  certain  structural  elements  will  continue  to  exert 
a  drag  on  the  district  economy  for  sometime  to  come. 

While  the  district  as  a  whole  has  a  broad  and  diverse  economic 
base,  including  a  very  strong  international  orientation,  New  York 
City,  of  course,  has  a  special  place  in  the  economy,  not  just  of  the 
region,  the  district  and  the  nation,  but,  indeed,  the  world. 

In  those  circumstances,  I  think  it's  also  fair  to  say  that  the  eco- 
nomic performance  in  the  city  probably  also  has  been  a  bit  more 
difficult  than  the  district,  and  obviously,  therefore,  the  Nation. 

And  while  there  are  straws  in  the  wind  to  suggest  that  the  econ- 
omy of  the  city  may  be  at  last  firming,  the  strains  on  the  city's  eco- 
nomic and  social  infrastructure  growing  out  of  this  prolonged  pe- 
riod of  sub-par  economic  performance  have  been  quite  serious. 

In  summary,  the  city,  the  State  and  the  district  as  a  whole  have, 
like  much  of  the  Nation,  gone  through  a  difficult  period.  At  present, 
most  indicators  point  to  improving  conditions,  but  for  a  number  of 
fundamental  or  structural  reasons,  will  tend  to  moderate  that  proc- 
ess of  recovery  in  the  near-term. 

Taking  a  longer  view,  I  am  confident  that  the  underlying 
strength  and  diversity  of  the  district  economy  will  provide  the 
framework  for  renewed  vitality  and  growth,  a  process  that  will  feed 
on  itself  as  the  structural  overhangs  of  the  past  abate. 

Turning  briefly  to  monetary  policy,  Mr.  Chairman,  most  mem- 
bers of  this  committee  know  I  have  always  favored  a  somewhat  ec- 
lectic approach  to  monetary  policy  formulation.  And  indeed,  I 
would  argue,  based  on  my  13  years  of  experience  as  a  member  of 
the  Federal  Open  Market  Committee,  that  the  events  of  the  past 
13  years  have  justified  that  degree  of  eclecticism  and  the  approach 
to  policy. 

But  an  eclectic  approach  does  not  obviate  the  need  for  clear 
goals,  and  the  central  goal  of  monetary  policy  should  be  the  preser- 
vation of  the  purchasing  power  of  the  national  currency. 

I  also  believe  that  the  goal  of  price  stability  carries  with  it  a 
clear  presumption  of  financial  stability  which  must  be  a  matter  of 
natural  and  continuing  concern  to  any  central  bank  that,  in  my 
judgment,  is  worth  its  salt. 
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As  to  the  immediate  policy  setting,  since  I  personally  believe  that 
the  economy  will  grow  by  3  percent,  or  perhaps  somewhat  more  in 
1993,  in  a  context  of  some  further  progress  in  reducing  inflation, 
I  wholeheartedly  support  the  policy  adopted  by  the  committee  at  its 
last  meeting,  as  outlined  in  detail  by  Chairman  Greenspan  in  his 
recent  testimony  before  this  committee. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much,  Mr.  Corrigan. 

Next,  we'll  go  to  Mr.  Edward  Boehne,  who  is  the  president  of  the 
bank  based  in  Philadelphia. 

STATEMENT  OF  EDWARD  G.  BOEHNE,  FEDERAL  RESERVE 
BANK  OF  PHHADELPHIA,  PHILADELPHIA,  PA 

Mr.  Bop:hne.  Thank  you,  Mr.  Chairman. 

The  third  Federal  Reserve  district,  as  you  noted,  is 
headquartered  in  Philadelphia  and  it  includes  the  State  of  Dela- 
ware, Senator  Roth's  State,  the  southern  half  of  New  Jersey,  and 
the  eastern  two-thirds  of  Pennsylvania.  In  general,  the  economy  of 
these  three  States  is  quite  diversified  and  reflects  the  national 
economy  in  terms  of  job  mix. 

The  third  district  prospered  during  the  long  economic  expansion 
of  the  1980's.  Unemployment  rates  fell  below  the  national  average, 
well  below  in  Delaware  and  New  Jersey.  A  common  complaint 
throughout  much  of  the  district  during  this  period  was  the  inability 
to  find  qualified  workers.  Better  than  average  performance  during 
the  1980's,  however,  has  turned  to  worse  than  average  performance 
in  the  1990's.  The  recession  has  been  deeper  and  the  recovery  slow- 
er than  in  the  Nation  as  a  whole. 

The  common  complaint  now  is  that  people  cannot  find  iobs.  Only 
in  Delaware  is  the  number  of  jobs  above  the  level  recoraed  at  the 
official  end  of  the  recession.  Job  losses  have  been  spread  across 
every  major  sector  of  the  regional  economy  and  the  losses  seem  to 
be  more  permanent  than  in  previous  recessions,  as  many  firms  are 
undergoing  major  restructuring. 

For  example,  DuPont  has  reduced  its  workforce  by  6,000  in  Dela- 
ware alone.  Bell  Atlantic  announced  reductions  of  over  1,000  jobs 
in  New  Jersey  last  year  and  nearly  1,000  in  Pennsylvania.  Auto 
plants  are  scheduled  to  close  in  Trenton  and  Wilmington.  Sears 
closed  a  distribution  facility  in  Philadelphia  and  a  division  of  Beth- 
lehem Steel  eliminated  1900  jobs  in  Johnstown,  PA. 

Despite  these  gloomy  signs  on  the  job  front,  we  are  beginning  to 
see  signs  of  some  pick-up  in  the  district  economy.  Employment  was 
up  slightly  during  the  fourth  quarter  of  1992  and  that  improve- 
ment is  spilling  over  into  the  new  year. 

Manufacturers  report  increasing  business  activity  and  most  re- 
tailers report  sales  gains  in  recent  months.  Even  in  New  Jersey, 
the  hardest-hit  State  in  our  region,  firms  report  increased  activity. 

The  commercial  real  estate  market  is  still  several  years  away 
from  a  basic  recovery,  as  office  vacancy  rates  remain  high  in  the 
Philadelphia  market.  The  residential  housing  market  has  im- 
proved, however,  in  many  parts  of  the  district,  but  unevenly. 

All  in  all,  we  have  a  modest  recovery  going  in  the  third  district, 
a  recovery  that  will  likely  continue  in  1993,  but  one  that  requires 
close  monitoring. 
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Let  me  say  a  word  about  bank  lending. 

Bank  lending,  which  had  been  quite  weak,  has  recorded  some 
modest  increases  in  recent  months.  I  believe  that  we  are  starting 
to  see  signs  of  an  improved  environment  for  lending  in  the  district. 
We  seem  to  be  moving  from  a  credit  crunch  mentality  to  one  of 
credit  caution.  Banks  have  improved  their  capital  positions  and  re- 
duced their  nonperforming  loans.  Bankers  are  no  longer  tightening 
credit  standards  and  some  report  an  easing  of  lending  terms. 

Loan  demand  from  small-  and  medium-sized  businesses  has 
picked  up  and  bankers  appear  more  active  in  seeking  out  lending 
opportunities.  Nonetheless,  obstacles  remain  for  small  business 
lending — in  particular,  what  lenders  see  as  costly  and  cumbersome 
regulations  that  dissuade  them  from  making  character-type  loans, 
so  long  a  part  of  traditional  small  business  lending. 

Let  me  turn  briefly  from  the  district  economy  to  national  mone- 
tary policy. 

The  Federal  Reserve,  against  a  background  of  weak  economic 
growth  and  lessening  inflationary  pressures,  has  brought  short- 
term  interest  rates  down  to  their  lowest  levels  in  about  30  years. 
Monetary  policy  began  to  ease  more  than  a  year  before  the  onset 
of  the  1990  recession.  It  eased  substantially  during  the  recession, 
and  it  continued  to  ease  during  the  sluggish  recovery. 

I  believe  this  easing  of  monetary  policy  has  been  entirely  appro- 
priate, given  the  weak  growth  of  employment  and  economic  activity 
through  much  of  this  recovery. 

The  pattern  of  declining  short-term  interest  rates  during  this  re- 
cession/recovery period  has  been  in  marked  contrast  to  the  behav- 
ior of  M2  money  growth,  which  has  been  very  sluggish  in  compari- 
son to  past  recoveries,  despite  continued  easing  actions  of  monetary 
policy. 

Simply  put,  the  relationship  of  M2  to  economic  activity  has 
changed  in  ways  that  we  do  not  yet  fully  understand.  Therefore, 
M2  has  become  a  less  reliable  guide  for  monetary  policy  in  the  cur- 
rent setting. 

One  factor  that  is  especially  important  to  improved  economic  per- 
formance is  getting  long-term  interest  rates  down.  A  very  impor- 
tant contributor  to  the  decline  in  long-term  interest  rates  over  the 
past  several  years  has  been  declining  inflation  rates.  I  expect  infla- 
tion will  decline  below  3  percent  in  1993  and  1994,  thus  helping 
to  keep  long-term  interest  rates  low. 

Proposed  changes  in  fiscal  policy  also  have  contributed  to  lower 
long-term  rates  in  recent  weeks.  Financial  markets  have  responded 
positively  to  the  administration's  long-term  deficit  reduction  plan. 
Actual  deficit  reductions  must  be  forthcoming,  however,  for  these 
positive  trends  to  continue. 

To  conclude,  the  objective  of  monetary  policy  is  to  help  maximize 
sustainable  growth  in  output,  jobs,  and  living  standards.  Keeping 
inflation  low  is  a  necessary  ingredient  for  maximizing  sustainable 
economic  and  job  growth. 

We  now  have  inflation  rates  back  to  1960's  levels  and  these  lev- 
els will  help  keep  long-term  interest  rates  down.  Reducing  the  Fed- 
eral budget  deficit  also  is  a  critical  ingredient  to  achieving  low 
long-term  interest  rates  and  prosperity  over  time. 
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The  current  focus  of  fiscal  policy  on  deficit  reduction  is  a  welcome 
development.  In  combination,  these  policies,  both  fiscal  and  mone- 
tary, will  help  support  expansion  of  the  economy,  while  also  sup- 
porting improved  living  standards  and  low  inflation  over  the  long 
term. 

The  Chairman.  Thank  you  very  much. 

President  Keehn,  representing  the  Chicago,  Illinois-based  re- 
gional bank,  we'd  like  to  hear  from  you  next. 

STATEMENT  OF  SILAS  KEEHN,  FEDERAL  RESERVE  BANK  OF 

CHICAGO,  CHICAGO,  IL 

Mr.  KEEHN.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  and  members  of  the  committee,  I  am  very  pleased 
to  be  here  today  to  discuss  economic  conditions  in  the  seventh  Fed- 
eral Reserve  district  and  to  comment  on  my  views  on  monetary  pol- 
icy. Our  district  is  an  economically  large,  important  and  diverse  re- 
gion which  both  reflects  and  drives  a  substantial  portion  of  the 
U.S.  economy  and  therefore,  conditions  in  the  district  have  an  im- 
portant bearing  on  my  views  regarding  monetary  policy. 

Over  the  last  decade,  the  region's  economy  has  experienced  a 
very  significant  restructuring.  These  changes  have,  in  a  significant 
way,  set  the  stage  for  the  current  and  prospective  outlook  for  the 
district. 

The  Chairman.  Can  I  have  you  bring  the  microphone  a  little 
closer.  Then  I  think  you  can  be  heard  better  in  the  back  of  the 
room. 

Mr.  Keehn.  Sorry. 

The  Chairman.  Thank  you. 

Mr.  Keehn.  In  the  agricultural  sector,  for  example,  inflationary 
conditions  that  had  developed  in  the  1970's  raised  land  values  to 
unrealistic  levels,  and  inappropriate  leveraging  led  to  traumatic  ad- 
justments for  many  farmers  and  agribusiness  firms  in  the  1980's 
as  rates  of  inflation  declined  and  land  values  receded.  To  a  large 
extent,  this  adjustment  has  been  accomplished,  but  the  painful 
memories  of  the  1980's  linger  and  have  left  a  mood  of  uncertainty 
and  caution  in  the  agricultural  community. 

In  the  industrial  sector,  the  1980-82  recession  precipitated  a 
rapid  acceleration  of  the  restructuring  process  which  was  an  abso- 
lutely devastating  experience — in  the  process  the  District  lost  near- 
ly IV2  million  jobs. 

Coming  out  of  this  recessionary  period,  our  economy  did  partici- 
pate in  the  recovery  of  the  1980's,  but  this  did  not  carry  through 
to  a  commensurate  increase  in  employment.  Many  of  the  jobs  that 
were  eliminated  during  the  1980-82  recession  have  never  been  re- 
stored. Intense  competition,  both  domestic  and  international,  has 
forced  firms,  particularly  those  involved  in  the  manufacture  of  du- 
rable goods,  to  put  heavy  stress  on  productivity  as  a  way  of  reduc- 
ing manufacturing  costs. 

Midwestern  manufacturers  have  invested  an  average  of  5  to  10 
percent  more  per  production  worker  annually  than  the  rest  of  the 
Nation.  Estimates  of  the  relative  improvement  in  Midwestern  man- 
ufacturing suggest  that  efficiency  in  the  Midwest  improved  about 
20  percent  more  than  in  the  rest  of  the  Nation. 
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The  auto  industry  is,  of  course,  exceptionally  important  to  our 
district,  and  is  perhaps  the  industry  where  the  restructuring  proc- 
ess has  been  the  most  apparent.  The  three  major  auto  producers 
have  reduced  their  annual  capacity  by  about  2V2  million  units,  re- 
sulting in  very  sizable  direct  and  indirect  job  losses.  Much  of  this 
reduction  has  been  concentrated  in  our  area,  which  has,  and  will 
continue  to  have,  a  wrenching  effect  on  employment. 

Restructuring  has  also  been  taking  place  in  the  financial  services 
and  retail  sectors;  these  businesses  have  been  going  through  a  con- 
solidation phase  and  as  a  consequence,  costs  and  employment  have 
been  reduced  as  these  firms  strive  to  achieve  competitiveness  in  an 
environment  that  has  become  intensely  competitive. 

This  restructuring  process  has  taken  place  in  our  region  earlier 
than  in  some  other  parts  of  the  country  (you  will  remember  the  ref- 
erences to  the  Rust  Belt  Midwest  in  the  mid-1980's)  and  as  a  con- 
sequence, in  a  comparative  sense,  we  came  through  the  most  recent 
recession  somewhat  better  positioned. 

Currently,  the  level  of  economic  activity  in  the  district  has  im- 
proved and  the  outlook  for  the  balance  of  the  year  is  positive.  Auto 
production  schedules  in  the  first  quarter  of  this  year  were  set  about 
20  percent  ahead  of  last  year;  the  steel  industry  has  shown  im- 
provement and  mills  in  the  district  are  currently  operating  at 
about  85  percent  of  capacity.  The  machine  tool  and  equipment  in- 
dustries, also  very  important  to  our  district,  have  shown  signs  of 
improvement.  Retailing  activity  has  been  comparatively  strong, 
with  the  higher  levels  of  retail  sales  that  we  experienced  during 
the  Christmas  selling  season  holding  up  rather  well  as  we  have 
moved  into  the  new  year. 

Employment  in  the  district  has  increased  from  the  low  levels 
reached  at  the  bottom  of  the  last  recession  and  unemployment 
rates  in  district  States,  except  Illinois,  are  now  running  under  the 
national  average.  Mainly  due  to  the  automotive  issue  I've  com- 
mented on,  until  the  most  recent  data,  Michigan's  unemployment 
rate  had  been  running  well  over  the  national  average.  But  the  dis- 
trict's employment  increase  has  been  more  modest  than  the  overall 
increase  in  economic  activity.  This  dichotomy  results  from  the  enor- 
mous productivity  efforts  on  the  part  of  district  companies  to  retain 
the  competitive  positions  obtained  at  such  great  cost.  But  unless 
there  is  an  increase  in  employment  and  a  resulting  increase  in  dis- 
posable income,  it  will  be  very  hard  to  maintain  the  high  level  of 
personal  consumption  that  has  been  so  fundamental  to  the  growth 
in  the  economy  over  the  two  last  quarters. 

Importantly,  this  brings  me  to  some  comments  about  monetary 
policy.  While  our  bank  follows  the  publicly  released  data  carefully, 
in  addition,  we  rely  very  heavily  on  information  sources  and  con- 
tacts within  the  district  to  determine  current  and  prospective  con- 
ditions so  important  to  the  development  of  the  appropriate  mone- 
tary policy.  The  directors  on  the  boards  of  our  Chicago  bank  and 
Detroit  Branch,  our  agriculture  and  small  business  advisory  coun- 
cils, and  business  economic  and  development  groups  are  an  impor- 
tant source  of  this  information.  This  wide  network  of  information 
sources  is  absolutely  critical  to  the  development  of  a  monetary  pol- 
icy that  is  appropriate  to  the  changing  economic  circumstances  in 
our  district  and  the  Nation. 
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Recognizing  the  problems  confronting  the  district,  I  have  consist- 
ently favored  monetary  policy  actions  that  would  foster  financial 
conditions  necessary  for  sustainable  economic  growth.  It  has  been 
obvious  from  our  continuing  and  extensive  contacts  in  the  district 
that  the  economy  would  need  assistance  to  deal  with  the  significant 
structural  drags  on  job  creation  and  growth. 

While  the  frequent  policy  moves  during  the  past  3V2  years  have 
dealt  with  the  difficult  economic  transition  we  were  experiencing, 
looking  ahead,  our  monetary  policy  decisions  must  reflect  the  need 
to  maintain  a  level  of  sustainable  economic  growth  accompanied  by 
sufficient  job  creation  and  new  investment  to  ensure  our  ability  to 
compete  in  the  global  economy. 

Monetary  policy  needs  to  remain  sensitive  to  current  economic 
conditions  and  challenges.  Inflation  posed  major  problems  for  long- 
term  growth  in  the  early  1980's.  Today,  we  are  operating  in  an  eco- 
nomic environment  that  could  be  described  as  approaching  price 
stability.  But  achieving  this  important  objective  has  been  very  dif- 
ficult and  in  the  development  of  monetary  policy,  we  must  continue 
to  be  mindful  of  this.  Today,  job  creation  and  balance  sheet  restruc- 
turing are  the  major  challenges  facing  monetary  policy. 

While  the  district's  economy  has  responded  to  the  policy  changes 
that  have  taken  place  over  the  past  several  years  and  while  we 
have  made  significant  progress  in  dealing  with  the  financial  and 
industrial  imbalances  that  nave  impeded  economic  growth,  the  un- 
derlying strength  and  sustainability  of  the  expansion,  in  my  view, 
continue  to  be  the  key  and  very  crucial  question  at  this  point.  I  am 
guardedly  optimistic,  but  the  situation  clearly  needs  to  be  watched 
closely. 

Thank  you  very  much. 

The  Chairman.  Thank  you  very  much,  and  I  appreciate  the  sen- 
sitivity that  you  express  with  respect  to  the  need  for  job  creation 
and  economic  growth.  It's  certainly  borne  out  by  the  conditions  that 
you  describe  within  the  district. 

President  Stern,  we'd  like  to  hear  from  you  next.  You're  based  in 
Minneapolis,  MN. 

STATEMENT  OF  GARY  H.  STERN,  FEDERAL  RESERVE  BANK  OF 
MINNEAPOLIS,  MINNEAPOLIS,  MN 

Mr.  Stern.  Thank  you.  Mr.  Chairman,  and  members  of  the  com- 
mittee, I  appreciate  this  opportunity  to  discuss  with  you  economic 
conditions  in  the  ninth  Federal  Reserve  district  and  my  views  on 
monetary  policy. 

My  task  is  somewhat  easier  today  than  it  would  have  been  eight 
years  ago,  right  after  I  first  took  office.  Over  this  period,  economic 
conditions  generally  have  improved  in  the  ninth  district,  and  over 
this  period,  I  have  had  the  opportunity  to  refine  my  views  on  the 
role  and  conduct  of  monetary  policy. 

Let  me  briefly  discuss  these  two  topics  in  turn. 

The  ninth  district  economy  is  doing  well,  relative  to  the  national 
economy  today,  in  large  part,  because  it  did  not  participate  as  fully 
as  some  of  the  regions  of  the  Nation  in  the  expansion  and  excesses 
of  the  middle  and  late  1980's.  While  the  rest  of  the  Nation  was  af- 
fected by  unsustainable  expansions  and  subsequent  sharp  contrac- 
tions in  some  sectors,  the  ninth  district  was  more  steady-as-you-go. 
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Moreover,  inflation  appears  to  have  diminished  in  the  district  in  re- 
cent years. 

The  ninth  district  has  a  relatively  small  population,  but  it  is 
large  geographically  and  contains  a  diverse  industrial  base.  The 
ninth  district  includes  the  States  of  Montana,  North  Dakota,  South 
Dakota  and  Minnesota,  as  well  as  western  Wisconsin  and  the 
upper  peninsula  of  Michigan. 

Important  in  the  district  are  the  natural  resource  industries  of 
agriculture,  forest  products  and  mining,  diverse  manufacturing  in- 
dustries including  modern  computer,  electronic  and  medical  tech- 
nologies, and  tourism. 

In  the  middle  and  late  1980's,  the  district  economy  was  a  bit 
weaker  than  the  national  economy.  The  district  did  not  benefit  as 
much  as  others  from  the  defense  build-up,  the  commercial  construc- 
tion spree,  or  the  real  estate  price  run-up.  Consequently,  though, 
when  those  areas  turned  down,  the  district's  economy  was  affected 
relatively  less  than  the  national  economy. 

In  addition,  the  district  economy  has  been  fortunate  to  have 
some  growth  industries  within  its  borders.  The  district  economy 
has  been  supported  by  growth  in  exports,  medical  instrument  man- 
ufacturing, residential  construction,  medical  services  and  tourism. 
And  notably,  agriculture  has,  for  the  most  part,  recovered  appre- 
ciably from  the  serious  problems  of  the  mid-1980's. 

However,  I  do  not  want  to  give  the  impression  that  all  is  well  in 
the  ninth  district.  Not  all  industries  and  not  all  regions  are  pros- 
pering. In  particular,  some  natural  resource  industries,  commercial 
construction,  computer  manufacturing,  and  small-town  retail 
stores,  all  have  been  slumping  to  some  degree.  Nevertheless,  I 
think  it  is  fair  to  say  that,  as  a  whole,  the  district  economy  has  im- 
proved. 

The  fortunes  of  the  district's  banks  largely  have  reflected  the  ups 
and  downs  of  the  district  economy.  In  1986,  the  district's  banking 
system  was  far  from  healthy.  The  lagging  effects  of  the  1981-82  re- 
cession, difficulties  in  the  agricultural  sector,  and  problems  with 
loans  to  less  developed  countries,  had  combined  to  weaken  banks' 
financial  condition.  But  since  then,  banking  conditions  have  im- 
proved. Asset  quality,  earnings  and  capital  all  have  improved.  In 
the  first  three  quarters  of  1992,  only  2  percent  of  the  district's 
banks  reported  losses,  down  from  20  percent  in  1986. 

Much  of  the  information  I  get  on  the  district  economy  comes 
first-hand  from  district  dialogs  with  community  and  business  lead- 
ers, and  from  meetings  with  the  bank's  directors  and  advisory 
council  on  small  business,  agriculture  and  labor.  Our  involvement 
in  district  economic  affairs  nas  served  both  the  community  and 
Federal  Reserve  policy-making  well,  I  believe. 

The  State  and  prospects  for  the  regional  economy  are  important 
elements  in  my  preparation  for  an  approaching  Federal  Open  Mar- 
ket Committee  meeting.  But,  of  course,  regional  considerations 
must  be  balanced  and  integrated  with  information  about  the  na- 
tional and  international  economy  for,  ultimately,  the  effects  of  mon- 
etary policy  transcend  regional  boundaries.  Thus,  a  wide  range  of 
factors  combining  regional  economic  and  financial  information  with 
additional  perspectives  helps  to  shape  my  view  of  the  appropriate 
course  of  monetary  policy. 
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In  the  broadest  sense,  and  taking  a  long-run  perspective,  the  ob- 
jective of  monetary  policy  is,  it  seems  to  me,  to  attain  the  highest 
possible  living  standards  for  our  citizens  over  time.  In  order  to  give 
this  goal  operational  meaning,  the  Federal  Reserve,  in  my  view, 
should  seek  to  achieve  over  time  maximum  sustainable  growth  of 
real  output. 

My  reading  of  the  accumulated  evidence  on  economic  perform- 
ance both  here  and  abroad  is  that,  in  the  long  run,  the  most  signifi- 
cant contribution  monetary  policy  can  make  to  achieving  maximum 
sustainable  growth  in  real  output  is  to  foster  price  stability.  That 
is,  I  am  convinced  that,  in  the  long  run,  price  stability  goes  hand- 
in-hand  with  sustained  economic  prosperity.  The  two  goals  are  not 
antithetical  and,  indeed,  price  stability  is  best  thought  of  as  a 
means  to  the  end  of  sustained  prosperity. 

In  the  short  run,  we  in  the  Federal  Reserve  may  indeed  find  it 
appropriate  to  respond  to  incoming  financial  and  economic  informa- 
tion in  order  to  keep  the  economy  on  or  to  return  it  to  its  potential 
growth  path.  But,  it  seems  to  me,  our  short-run  response  should  in 
general  be  cautious  because  of  uncertainty  both  about  the  state  of 
the  economy  and  about  the  effects  of  policy  on  the  economy. 

Moreover,  we  need  to  avoid  the  problem  of  turning  long-run  pol- 
icy into  a  sequence  of  short-run  decisions.  If  followed,  such  an  ap- 
proach runs  the  risk  of  adopting  a  strategy  that  is  persistently  in- 
flationary or  contractionary,  depending  on  conditions  prevailing 
when  it  is  adopted. 

Thank  you. 

The  Chairman.  Thank  you  very  much. 

We  have  one  final  president  to  comment  now  who  is  presently 
serving  on  the  committee  that  is  setting  national  monetary  policy, 
and  that  is  Mr.  Robert  McTeer,  from  the  bank  based  in  Dallas,  TX. 
We'd  like  to  hear  from  you  now,  please. 

STATEMENT  OF  ROBERT  D.  McTEER,  JR.,  FEDERAL  RESERVE 
BANK  OF  DALLAS,  DALLAS,  TX 

Mr.  McTeer.  Thank  you,  Mr.  Chairman. 

The  Dallas  bank  is  headquarters  for  the  eleventh  Federal  Re- 
serve district,  which  includes  all  of  Texas,  southern  New  Mexico, 
and  northern  Louisiana. 

Our  district  has  fared  somewhat  better  than  the  national  average 
during  the  past  3  years,  probably  because  it  was  still  on  the  re- 
bound from  the  steep  contraction  of  the  late  1980's. 

In  terms  of  employment,  we  managed  to  avoid  the  recession,  but 
not  the  sluggish  recovery.  Our  employment  growth  slowed  below 
trend,  but  our  unemployment  rates  increased  to  national  levels,  es- 
pecially in  areas  vulnerable  to  defense  cuts. 

The  relative  strength  of  our  economy  derives  in  part  from  trade 
with  Mexico.  Our  border  cities  have  shown  the  strongest  growth  in 
terms  of  manufacturing  employment  and  retail  sales.  Geographi- 
cally, San  Antonio  and  Austin  are  doing  better  than  Houston  and 
Dallas-Fort  Worth.  Fort  Worth  has  been  hardest  hit  by  defense 
cuts,  while  Houston  has  felt  the  brunt  of  energy  cutbacks. 

Restructuring  away  from  energy  continues  to  make  our  economic 
profile  more  like  the  Nation's,  but  that  restructuring,  like  similar 
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adjustments  taking  place  across  the  Nation,  continues  to  exact  a 
human  toll. 

Within  our  district,  the  performance  of  southern  New  Mexico  is 
similar  to  that  of  Texas,  perhaps  a  little  better,  while  northern 
Louisiana  has  been  somewhat  weaker. 

Except  for  commercial  real  estate,  construction  has  been  a  recent 
source  of  strength  and  jobs  in  our  region.  Residential  building  per- 
mits in  1992  were  the  highest  since  1986,  the  year  of  the  crash.  Of- 
fice vacancy  rates,  however,  have  not  recovered  very  much.  One 
lesson  from  our  district  for  the  Nation  is  that  the  overhang  of  com- 
mercial real  estate  lasts  a  long  time. 

The  financial  condition  of  our  banks  has  improved  over  the  past 
2  years,  and  bank  lending  stabilized  late  last  year  for  the  first  time 
since  1985. 

As  you  might  imagine,  the  credit  crunch  has  been  very  real  in 
the  Southwest,  as  I  testified  before  Congress  almost  two  years  ago. 
It's  been  the  topic  of  special  meetings  of  our  boards  of  directors  and 
special  meetings  that  I've  held  around  the  district  with  bankers. 

The  credit  crunch  eased  somewhat  during  the  past  year,  but  it 
continues  to  impede  job  growth  in  small-  and  medium-sized  busi- 
nesses that  rely  on  banks  for  credit. 

With  regard  to  monetary  policy 

The  Chairman.  Let  me  just  stop  you  there. 

You've  been  the  first  one  to  directly  hit  the  credit  crunch  issue 
between  the  eyes  in  terms  of  saying  that  there  is  one  and  it's  con- 
tinuing. Several  members  on  both  sides  have  continued  to  raise 
concerns  about  that.  Just  take  a  minute,  if  you  would,  and  give  us 
your  sense  as  to  what's  causing  that  credit  crunch  and  what  the 
nature  of  it  is,  insofar  as  you  can  tell. 

Mr.  McTeer.  When  I  first  went  to  the  Dallas  Fed  2  years  ago, 
I  asked  my  friend,  Bill  Taylor,  who  knew  more  about  banking  than 
anyone  I'd  ever  met,  why  banks  weren't  lending.  He  said,  if  a  cat 
sits  on  a  hot  stove,  it's  going  to  be  a  long  time  before  it  sits  on  a 
stove  again,  whether  it's  hot  or  cold. 

Basically,  the  banking  system  in  our  region  was  devastated  with 
the  oil  price  decline  of  1986,  the  collapse  of  commercial  real  estate 
and  collapse  of  our  banking  system.  We  lost  nine  out  of  our  ten 
largest  banks  in  Texas.  We  lost  about  500  banks  in  total.  And  so, 
these  banks  have  been  trying  to  recover,  regain  their  health,  for 
the  past  several  years. 

So  their  need  to  accumulate  capital,  their  need  to  hold  their  asset 
growth  down  relative  to  capital,  their  need  to  work  off  bad  loans 
and  bad  assets,  and  increasingly,  what  they  regard  as  a  regulatory 
burden,  have  inhibited  bank  lending. 

Bank  lending  stabilized  last  year,  but  only  in  the  fourth  quarter 
could  you  see  any  net  loan  growth  by  eleventh  district  banks. 
That's  a  statistical  quirk.  But  it  did  stop  declining  for  the  first  time 
in  several  years. 

I  had  a  series  of  eight  meetings  around  the  eleventh  Federal  Re- 
serve district  last  year,  talking  to  banks  about  what  was  going  on. 
My  message  to  them  was  they  need  to  start  lending,  not  only  be- 
cause the  economy  needs  it,  but  because  they  need  it  as  an  indus- 
try, because  they  were  looking  more  and  more  like  bond  funds.  It 
wasn't  going  to  set  well  with  Congress  when  they  talked  about  reg- 
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ulatory  relief  if  they  were  increasingly  bond  funds.  But  in  view  of 
the  nature  of  the  banking  problems  in  our  district,  that's  very  dif- 
ficult. Our  loan-to-asset  ratios  over  these  past  few  years  have  gone 
down  from  the  high  50's  to  46  percent,  probably  the  lowest  in  the 
Nation. 

But  they  have  recovered  their  health  significantly  in  the  past  two 
years.  They've  recovered  their  profitability  in  the  past  few  years. 
They've  benefited  tremendously  from  the  steep  yield  curve  and  the 
ability  to  ride  that  yield  curve  to  profitability  and  to  use  their  prof- 
its, plowing  them  back  into  capital. 

Their  message  to  me  was  that  a  lot  of  the  lack  of  lending  last 
year  was  due  to  the  fact  that  we  did  have  a  slow  recovery  from  the 
recession.  But  they  pointed  to  a  lot  of  restrictions  in  the  rules  that 
caused  the  examiners  to  come  down  on  them  heavy.  They  worried 
about  director  liability.  Directors  are  getting  very,  very  conserv- 
ative in  approving  loans  because  they're  afraid  they're  going  to  be 
sued.  Loan  officers  are  getting  very,  very  conservative  in  making 
loans.  They  have  to  have  their  loan  files  in  meticulous  detail.  I 
think  maybe  you're  going  to  be  working  on  some  of  those  things. 

The  Chairman.  I  think  the  President  is  making  an  announce- 
ment today  that  deals  in  part  with  some  of  these  direct  issues  that 
you've  just  raised. 

Mr.  McTeer.  They  worry  about  the  inability  to  make  character 
loans.  They  worry  about  not  being  able  to  make  a  loan  to  people 
they've  known  all  their  life,  who  they've  dealt  with  all  their  life, 
who've  always  paid  off  their  loan,  because  of  technicalities  regard- 
ing collateral  and  appraisals. 

They  told  me  stories  of  loans  they  had  that  were  in  difficulty. 
They  knew  they  were  troubled  loans  and  they  were  working  with 
the  borrower  to  deal  with  those  troubled  loans.  And  yet,  some  of 
the  rules  required  them  to  get  appraisals  every  year  to  just  confirm 
what  they  already  were  acknowledging  were  the  low  values  for 
their  appraisals. 

Senator  Sarbanes.  I  think  the  President  is  going  to  specifically 
address  those  particular  issues  this  afternoon.  I  think  that's  part 
of  the  effort  he's  mounting  now  to  try  to  address  that  question. 

I  was  struck  by  your  comment  about  they  were  behaving  like 
bond  funds  because  the  stories  in  the  paper  this  morning,  both  in 
The  Post  and  in  The  Journal,  a  report,  banks  earn  record  profits 
in  1992.  And  the  Journal  story  says  that  they're  showing  the  high- 
est return  since  the  FDIC  was  created  in  1934,  over  this  past  year. 

Now,  of  course,  we  needed  some  of  that  to  try  to  help  move  them 
out  of  this  weakened  condition  they  were  in,  and  the  fact  that  we 
had  a  lot  of  them  either  on  or  approaching  the  critical  list.  But, 
nevertheless,  it  sustains,  I  think,  the  point  you're  making  about  the 
failure  to  make  the  kind  of  loans  that  would  stimulate  economic  ac- 
tivity. 

The  Chairman.  Why  don't  you  go  ahead  and  finish  your  state- 
ment, and  then  we'll  move  ahead  to  your  colleagues. 

Mr.  McTeer.  OK.  I'll  turn  to  monetary  policy. 

I  believe  that  monetary  policy  has  been  accommodative  over  the 
past  4  years.  The  Federal  funds  rate  was  pushed  down  from  almost 
10  percent  in  April  1989,  to  3  percent  by  the  middle  of  1992.  The 
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discount  rate  was  reduced  to  3  percent  and  reserve  requirements 
were  reduced  twice. 

Short-term  market  rates  declined  dramatically.  Bank  reserves, 
the  monetary  base,  and  Ml  grew  at  double-digit  rates  in  1992. 
Many  of  the  two  dozen  or  so  easing  moves  triggered  a  temporary 
back-up  in  long  rates,  suggesting  that  market  participants  believed 
that  we  were  leading,  rather  than  following,  rates  down.  But  either 
way,  whether  we  were  leading  or  following,  the  benefits  of  lower  in- 
terest rates  were  substantial. 

Long-term  rates,  which  depend  on  expectations,  fell  substan- 
tially, but  not  as  much  as  short-term  rates,  leading  to  a  steepening 
of  the  yield  curve.  The  steep  yield  curve  and  declining  rates  helped 
a  wounded  banking  system  restore  profitability  and  capital. 

The  expectations  restraining  the  decline  in  long  rates  presum- 
ably included  fears  of  higher  inflation  in  future  years,  the  huge  and 
growing  budget  deficit,  and  perhaps  a  shift  toward  world-wide  cap- 
ital scarcity. 

It  is  instructive  that  the  recent  sharp  decline  in  intermediate  and 
long-term  interest  rates,  including  mortgage  rates,  was  triggered 
by  renewed  hope  on  the  deficit  front  without  a  further  push  on 
short-term  rates. 

While  I  believe  that  monetary  policy  has  been  quite  accommoda- 
tive, the  slow  growth  in  M2  and  M3  has  led  some  people  to  con- 
clude the  opposite.  The  way  I  view  it,  M2  and  M3  growth  has  been 
slow,  not  because  monetary  policy  was  tight,  but  because  it  was 
easy.  Bank  deposit  rates  were  driven  so  low,  that  funds  flowed  out 
of  the  banking  system  into  other  investments,  such  as  stock  and 
bond  mutual  funds.  People  still  have  their  funds.  But  because  the 
funds  are  not  deposited  in  banks,  they  are  not  counted  as  money. 

If  you  add  those  funds  back  in,  M2  and  M3  were  on  target  in 
1992.  Or,  if  you  don't  add  them  back  in,  the  smaller  quantity  of  the 
measured  money  remaining  will  show  a  higher  velocity. 

The  shortfall  of  M2  and  M3  from  the  midpoints  of  their  target 
ranges  last  year  was  more  than  made  up  by  the  increase  in  veloc- 
ity. Our  critics  appear  to  be  applying  a  monetary  rule  that  assumes 
a  stable  velocity  to  a  situation  in  which  velocity,  at  least  tempo- 
rarily, is  anything  but  stable. 

We're  doing  a  lot  of  work  at  the  Dallas  Fed  on  some  of  these  is- 
sues, Mr.  Chairman,  and  we'd  be  happy  to  share  any  of  it  with  you 
and  your  staff  if  you'd  like. 

The  Chairman.  Thank  you  very  much. 

Now  we're  going  to  move  to  the  other  presidents  who  are  not 
presently  on  the  FOMC,  but  who  can  be  there  on  a  rotating  basis. 
And  in  the  interest  of  time,  because  I  know  that  there  are  issues 
that  we're  going  to  want  to  raise  with  you,  I  want  to  try  to  make 
the  summary  comments  be  as  streamlined  as  they  can.  Yet,  I  want 
to  hear  from  all  of  you  because  we  want  to  get  this  composite  of 
views  in  terms  of  what  the  situation  is  across  the  country. 

So  we'll  go  on  down  through  each  of  you  and  well  start,  Mr. 
Syron,  with  you,  and  again,  I  want  to  thank  you  for  your  recent 
testimony. 


22 

STATEMENT  OF  RICHARD  F.  SYRON,  FEDERAL  RESERVE  BANK 

OF  BOSTON,  BOSTON,  MA 

Mr.  Syron.  Thank  you  very  much,  Mr.  Chairman.  Thank  you 
also  for  this  opportunity  to  testify  on  economic  conditions  in  the 
New  England  district  and  on  my  views  on  monetary  policy. 

Mr.  Chairman,  I  believe  the  two  issues  are  integrally  related. 
The  regional  experience  offers  lessons  that  are  illustrative  of  what's 
happening  to  the  national  economy  and  thus,  has  implications  for 
monetary  policy.  In  turn,  it's  very  clear  that  the  single  most  impor- 
tant factor  affecting  any  part  of  the  country  is  the  behavior  of  the 
national  economy. 

The  Boston  Fed's  approach  to  analyzing  national  economic  devel- 
opments and  monetary  policy  may  well  have  been  affected  by  New 
England's  historic  difficulties.  In  addition  to  national  and  inter- 
national financial  developments,  we  tend  to  focus  somewhat  heav- 
ily on  the  real  sector  of  the  economy  in  terms  of  employment,  in- 
come and  the  growth  of  national  output. 

In  my  own  view,  the  different  analytical  frameworks  used  by  the 
Reserve  Banks  and  the  Board  of  Governors  enrich  the  monetary 
policy  determination  process. 

With  respect  to  New  England,  the  present  period  has  been  very 
difficult.  This  difficulty  is  attributable  primarily  to  the  real  estate 
collapse,  the  resulting  stress  on  lending  institutions,  increased  com- 
petition and  restructuring  in  high-tecn  industries  and,  of  course, 
defense  conversion. 

The  job  losses  suffered  in  New  England  in  the  late  1980's  and 
early  1990's  have  dwarfed  those  in  all  previous  recessions  since  to 
the  1930's.  In  fact,  from  early  1989  to  the  present,  12  percent  of 
total  employment  and  25  percent  of  manufacturing  employment 
has  been  lost  in  New  England.  Again,  this  dwarfs  all  our  previous 
experience. 

While  the  problems  created  by  defense  conversion  and  by  restruc- 
turing and  the  maturing  of  the  computer  industry  may  be  mani- 
festations of  what's  going  on  in  New  England  to  a  various  extent 
these  problems  are  occurring  nationwide.  Structural  job  losses  are 
aggravating  the  cyclical  situation.  Nationwide — and  there's  a  chart 
on  this  in  the  package  that  I  gave  you — the  fraction  of  job  losses 
that  are  permanent  is  much  higher  tnan  has  been  the  case  in  usual 
economic  cycles,  and  the  highest  that  it's  been  in  25  years. 

Eventually,  this  aggressive  cost-cutting  will  produce  more  com- 
petitive firms,  higher  productivity,  and  a  stronger  economy.  Cer- 
tainly, conversion  from  military  to  civilian  production  should  ulti- 
mately lead  to  higher  standards  of  living.  But  the  transition  is  very 
f>ainful.  New  England's  experience  highlights  the  drag  that  such 
ong-term  structural  changes  can  exert  on  the  economy  and  shows 
how  they  may  stretch  out  and  deepen  a  cyclical  downturn. 

You  asked  about  credit  flows,  Mr.  Chairman.  What  happened  in 
New  England  is  that  the  earlier  decline  in  manufacturing  employ- 
ment was  in  fact  camouflaged  by  what  can  only  be  called  a  real  es- 
tate boom.  Employment  in  the  construction  industry  in  New  Eng- 
land, for  example,  in  the  late  1980's  grew  by  70  percent. 

Commercial  banks  and  thrifts  essentially  doubled  the  size  of 
their  portfolio  and  more  than  doubled  the  share  of  their  assets 
backed  by  real  estate.  This  also  occurred  on  a  nationwide  basis,  but 
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to  a  somewhat  lesser  extent.  Lenders'  willingness  to  fund  real  es- 
tate projects  in  turn  became  self-generating,  further  fueling  the 
real  estate  boom. 

Unfortunately,  the  boom  turned  to  bust  almost  overnight.  Bank's 
nonperforming  real  estate  assets  increased  rapidly.  Existing  provi- 
sions for  loan  losses  proved  to  be  inadequate,  and  additions  to 
these  reserves  caused  bank  capital  to  plummet. 

At  their  peak  in  the  first  half  of  1991,  nonperforming  assets  ex- 
ceeded commercial  banks'  total  equity  plus  loan  reserves  in  the  1st 
district.  All  of  this  diminished  the  ability  of  banks  to  lend,  particu- 
larly to  small-  and  mid-sized  businesses,  which  are  particularly  im- 
portant in  the  New  England  district.  While  it  didn't  cause  the 
downturn,  it  certainly  acted  as  a  drag  in  terms  of  the  pace  of  the 
recovery.  Senator  Kerry  referred  to  this  before  and  has  held  a  num- 
ber of  nearings  in  New  England  on  this  issue  over  a  period  of  al- 
most 3  years. 

I'd  like  to  finish  quickly,  Mr.  Chairman,  by  making  a  few  obser- 
vations about  monetary  policy. 

As  I  mentioned,  in  addition  to  domestic  and  international  finan- 
cial developments,  the  Boston  Fed's  approach  to  monetary  policy 
tends  to  focus  somewhat  heavily  on  our  ultimate  objectives — real 
growth  and  price  stability  and  how  those  will  respond  to  policy  ac- 
tions. 

Like  many  others,  we  confer  extensively  with  the  private  sector 
and  academic  economists  in  our  district  and  meet  very  frequently 
with  elected  officials,  Government  leaders  in  general,  people  from 
the  business  community  and  the  general  community  from  through- 
out the  region.  These  communications  have  provided  valuable  early 
signals  in  many  cases  about  emerging  trends  in  the  economy — the 
credit  crunch  is  an  example  of  that — before  the  statistics  bore  them 
out. 

The  last  few  years  have  been  particularly  challenging  for  the 
economy  and  thus,  the  conduct  of  monetary  policy.  Structural  shifts 
have  been  a  significant  depressant.  In  addition,  the  recent  reces- 
sion has  been  remarkably  uneven  in  its  geographic  impact  under- 
scoring the  value  of  having  this  hearing. 

New  England  and,  to  a  lesser  extent,  the  entire  Northeast  and 
California,  have  suffered  extraordinary  job  losses,  while  other  parts 
of  the  country  have  done  quite  a  lot  better.  In  contrast  to  earlier 
recessions,  this  really  is  a  very,  very  unusual  period  in  terms  of  the 
unevenness  across  the  country. 

The  clear  objective  of  monetary  policy  is  to  maximize  the  long- 
term  real  income  of  all  Americans.  Price  behavior  that  does  not  dis- 
tort decision-making  of  individuals  or  firms  is  an  important  means 
to  that  end. 

My  own  view  is  that  monetary  policy  has  been  broadly  successful 
in  the  last  few  years,  particularly  when  viewed  in  the  context  of 
a  period  which  encompassed  as  many  challenges  as  we've  had. 
After  a  period  of  fits  and  starts,  the  economy  seems  to  be  entering 
a  somewhat  more  promising  growth  path.  Importantly,  we  are  be- 
ginning to  benefit  from  substantial  increases  in  productivity  that 
we  lacked  for  so  long.  The  inflation  situation  is  quite  promising. 

My  primary  concern  about  the  early  recovery  has  been  in  the 
area  of  job  growth  and  unemployment.  Until  most  recently,  the 
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pace  of  job  creation  has  been  very  disappointing.  One  month's  data 
doesn't  make  an  economic  trend,  but  we  all  hope  that  last  month's 
report  signals  the  beginning  of  an  improvement  in  this  area. 

Earlier  slow  job  growth  had  been  greatly  exacerbated  by  the 
kinds  of  structural  problems  that  were  particularly  pronounced  in 
New  England.  My  own  fear  has  been  that  if  the  very  recent  im- 
provement in  employment  were  to  reverse,  income  growth  would 
slow,  consumers  would  have  to  retrench,  and  this  would  jeopardize 
the  recovery  itself. 

A  monetary  policy  that  promotes  the  maximum  sustainable 
growth  in  the  economy  is  essential  to  promoting  continued  employ- 
ment growth.  However,  because  of  the  structural  nature  of  much 
of  the  problem,  monetary  policy  alone  will  not  be  an  adequate 
mechanism  for  dealing  with  all  of  our  employment  problems. 

Macro-policy  seems  likely  to  need  to  be  augmented  by  measures 
that  will  aid  firms  and  workers  impacted  by  defense  conversion  and 
by  restructuring  more  broadly.  Thus,  improving  employment  pros- 
pects may  be  the  major  challenge  for  all  economic  policy. 

In  conclusion,  Mr.  Chairman,  and  at  the  risk  of  repeating  myself, 
I  do  believe  the  variety  of  economic  frameworks  used  by  the  reserve 
banks  and  the  information  brought  from  the  individual  districts 
make  a  distinct  contribution  to  monetary  policy. 

In  the  end,  however,  monetary  policy  is  inherently  national  and 
I  believe  it  is  very  valuable  for  those  of  us  in  the  Reserve  Banks 
to  have  the  opportunity  to  appear  before  this  committee  to  present 
our  views  and  to  be  questioned  by  you. 

Thank  you  for  that  opportunity. 

The  Chairman.  Very  good.  President  Jordan,  Cleveland,  OH? 

Senator  Kerry.  Mr.  Chairman,  before  he  starts  in. 

The  Chairman.  Yes,  Senator  Kerry. 

Senator  Kerry.  I  have  to  go  to  another  meeting.  One  quick  ques- 
tion of  Mr.  Syron  and  then  the  other  witnesses. 

Senator  Sarbanes  mentioned  earlier  the  profitability  of  banks. 
My  question  is,  to  what  degree  has  the  capacity  to  take  those  prof- 
its from  purchases  of  treasuries,  diminished  either  the  willingness 
or  the  capacity  of  banks  to  lend?  Has  there  been  a  drag,  in  a  sense, 
on  lending  and  credit  crunch  in  other  sectors  as  a  consequence  of 
the  ease  with  which  they've  been  able  to  do  that? 

Mr.  Syron.  Well,  I  think  there  are  two  parts  to  the  question,  in 
the  sense  that  anyone  always  looks  at  an  opportunity  to  lend  com- 
pared to  what  their  alternative  are. 

There's  no  question  that,  as  referred  to,  the  yield  curve  has  been 
recently  quite  steep  and  the  opportunities  to  make  pretty  low-risk 
loans  by  pretty  low-risk  assets  as  compared  to  what  were  perceived 
as  riskier  loans,  I  think  has  really  been  there.  Some  of  this  has 
been  necessary  to  rebuild  bank  capital.  We're  really  on  the  way  to 
do  that.  We've  made  quite  a  remarkable  recovery  on  that  score  in 
New  England.  But  particularly  with  the  decline,  the  long  end  of  the 
market  now,  some  of  that  opportunity  to  ride  the  yield  curve  has 
diminished.  That  combined  with  this  improvement  in  capital  I 
think  is  one  factor  that  is  driving  in  our  district  a  lot  of  new  pro- 
grams we  see  where  people  are  going  out  and  trying  to  generate 
small  business  loans. 
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I  think  as  part  of  that,  some  of  these  efforts  that  are  being  talked 
about  that  will  reduce  the  fixed  cost,  as  well  as  making  the  small 
business  loans,  are  very,  very  important.  So  I'm  more  hopeful  than 
I've  been  in  the  past. 

Senator  Kerry.  I  don't  know  if  anyone  else  wants  to  comment. 
You  don't  need  to. 

Mr.  Forrestal.  Mr.  Chairman,  if  I  could  give  you  the  perspec- 
tive of  the  Atlanta  Reserve  Bank. 

I  think  you  can  divide  this  current  credit  crunch  problem  into 
two  phases.  From  the  perspective  of  our  area,  2  years  ago,  this  was 
clearly,  in  my  judgment,  a  supply  phenomenon.  That  is  to  say  that 
the  banks  were  really  unable  to  make  loans  because  of  the  many 
reasons  that  have  been  advanced  this  morning;  namely,  the  real  es- 
tate portfolios  that  they  had,  the  bad  loans  they  had  to  provide 
against  loans,  they  were  trying  to  increase  their  capital,  and  so 
they  really  weren't  in  a  position  to  make  loans  and  that,  in  effect, 
created  the  credit  crunch  and  of  course,  on  top  of  that,  you  had  the 
regulatory  pressure  that  was  being  brought  upon  them. 

As  I  see  it  at  the  moment,  it's  much  less  of  a  supply  problem  and 
rather,  one  of  demand.  I  think  that  the  banks  are  now  in  my  area 
really,  in  their  words,  beating  the  bushes  to  make  loans. 

To  be  sure,  there  are  still  problems  with  some  small  businesses 
and  so  on.  But  I  think,  as  the  economy  improves  and  as  demand 
for  loans  improves,  you  will  see  the  banks  getting  back  into  the 
lending  business  more  aggressively  than  they  had  been  in  the  past 
and  getting  out  of  the  bond  market  and  out  of  treasury. 

As  a  matter  of  fact,  just  as  an  anecdote,  I  was  in  Montgomery, 
AL,  Senator,  just  2  weeks  ago  and  I  heard  some  complaints  from 
large  companies  that  they  weren't  able  to  get  credit.  But  there  was 
a  small  business  person  there  who  said  he  didn't  have  any  problem 
at  all  now  because  the  banks  were  very  solicitous  about  her  busi- 
ness. So  I  think  it's  shifted  from  supply  to  demand. 

The  Chairman.  Now  that  that  issue  is  on  the  table  because  many 
members  have  been  very  concerned  about  credit  crunch  and  what's 
the  nature  of  it  and  is  it  uneven  across  the  country  and  is  it  being 
corrected,  and  are  worthy  borrowers  being  turned  away,  I  think,  it 
would  be  useful  even  though  we're  in  the  middle  of  the  presen- 
tations to  ask  if  there's  somebody  here  who  has  something  to  add 
that  would  put  a  different  light  on  what  has  just  been  said.  We 
continue  to  hear  a  lot  of  anecdotal  comment  of  people  that  think 
they're  credit-worthy  and  who  find  it  very  tough  to  get  loans.  And 
I've  heard  it  from  members  on  both  sides  of  the  aisle.  There  have 
been  a  lot  of  stories  that  continue  to  come  in  that  way. 

I'm  wondering  if  any  of  the  rest  of  you  have  a  view  that  we 
should  hear  that  provides  any  kind  of  shading  off  what  we've  al- 
ready heard  in  terms  of  credit  crunch,  per  se,  and  whether  or  not 
there  is  a  nice,  regular  flow  of  credit  going  through  to  business  bor- 
rowers particularly,  who  need  the  credit  and  may  not  be  getting  it. 
Anybody  else  want  to  comment  on  that? 

Mr.  Hoenig.  I  might  just  say  a  word.  I  think  the  implication  of 
Senator  Kerry's  question  was,  are  bonds  driving  out  bank  loans? 
Are  they  displacing  them?  And  I  think  the  answer  to  that  clearly 
is  no.  I  think  banks  look  first  at  the  loans  they  can  make  and 
whether  they're  profitable  and  how  risky  they  are  and  so  forth. 
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And  investments  in  bonds  are  a  residual.  That's  what  they  do  with 
their  funds  if  they  can't  make  all  the  loans  they  would  like  to 
make.  It's  iust  been  fortunate  that  that  bond  alternative  has  be- 
come a  fairly  good  alternative  lately  for  the  banks. 

I  left  yesterday  in  the  middle  of  our  small  business  and  agri- 
culture advisory  committee  meeting  to  catch  a  plane  to  come  here. 
Several  of  those  people  in  small  businesses  were  reporting  for  the 
first  time  that  they  were  being  visited  by  loan  officers  of  banks  out 
there  beating  the  bush  to  generate  some  demand.  That's  something 
new.  We've  been  hearing  that  from  our  directors  now  for  several 
months.  This  group  just  meets  twice  a  year,  so  it  was  new  from 
them.  But  I  believe  it's  improving. 

As  you'll  hear  in  just  a  moment  from  our  region,  it  is  an  improv- 
ing region.  I  think  that,  as  you  listen  across  the  country,  you'll  find 
that  the  degree  of  the  issue  of  the  credit  crunch  depends  a  little 
bit  on  the  conditions  and  whether  you've  just  come  out  of  a  reces- 
sion or  you've  been  out  a  while,  because  like  Mr.  McTeer,  our  dis- 
trict has  been  coming  out  a  little  more  rapidly  in  terms  of  the  re- 
covery and  therefore,  the  banks  are  looking  for  loans  and  our  small 
business  are  indicating  that  they  think  that  loans  would  be  avail- 
able. But  that's  been  a  long  process.  Our  banks  were  very  reluctant 
to  lend  early  on  and  are  only  now  gradually  beginning  to  rebuild 
their  confidence.  And  I  think  that  will  make  a  big  difference. 

The  Chairman.  Let's  take  a  couple  more  and  then  we'll  go  back 
to  the  statements. 

Senator  Faircloth  had  a  point  on  that.  Mr.  Parry,  do  you  want 
to  go  ahead,  just  to  make  your  comment? 

Mr.  Parry.  Yes,  Mr.  Chairman.  I  represent  a  very  large,  diverse 
district.  It  has  had  a  tremendously  disparate  experience  with  re- 
gard to  economic  development.  That  shows  up  dramatically  in 
terms  of  what  has  happened  to  lending.  At  one  extreme,  southern 
California,  where  the  economic  conditions  have  been  quite  weak, 
community  banks  have  had  return  on  assets  which  haven't  differed 
much  from  zero.  And  in  that  area,  businesses,  small  businesses  in 
particular,  have  had  tremendous  difficulties  getting  loans,  and 
that's  really  very  easy  to  understand. 

At  the  other  extreme,  we  have  States  like  Utah  and  also  Idaho, 
where  economic  conditions  have  been  quite  good,  and  although 
lending,  I  wouldn't  characterize  as  strong,  I  would  suggest  that 
lending  has  been  relatively  moderate  in  those  States. 

So  it  seems  to  me  that  there  has  definitely  been  a  very  distinct 
relationship,  direct  relationship  between  how  well  the  economy  has 
performed  and  the  availability  of  loans. 

This  is  not  to  deny  the  fact  that  there  are  problems  for  small 
business  lending  independent  of  that,  including  the  fact  that  there 
is  an  awful  lot  of  paperwork  associated  with  small  loans  that  have 
in  many  instances  reduced  their  profitability  very  significantly. 

The  Chairman.  Senator  Faircloth,  you  wanted  to  make  a  point. 

Senator  Faircloth.  I  would,  Mr.  Chairman.  Thank  you. 

I  would  like  to  really  direct  a  question  to  Mr.  Broaddus  from  my 
district.  We  have  some,  as  you  well  know,  mildly  aggressive  banks 
in  North  Carolina. 

[Laughter.] 

Mr.  Broaddus.  We  do,  indeed,  Senator. 


27 

Senator  Faircloth.  But  I  don't  get  any  sense  of  a  credit  crunch 
at  all,  and  I  cover  the  State  pretty  often  and  pretty  regularly  and 
spent  my  life  in  business  and  small  business. 

I  don't  get  any  sense  of  a  credit  crunch  at  all.  Of  course,  nobody 
ever  asked  for  a  loan  that  they  didn't  think  they  were  credit-wor- 
thy. That  becomes  a  judgment  of  the  loan  officer. 

But  do  we  have  any  sort  of  a  credit  crunch  in  the  third  district? 

Mr.  Broaddus.  In  the  fifth  district?  Senator,  I  would  say  that  a 
year  or  2  years  ago,  there  were  clearly  some  restraints  on  credit 
and  we  had  a  number  of  people  tell  us  that.  We  still  have  some  in- 
formation to  that  effect  from  some  people.  We  still  get  a  number 
of  complaints,  especially  from  small  business  people. 

But  I  would  say  there  is  now  clear  evidence — well,  I  might  also 
say  that  many  of  the  complaints  have  been  centered  in  parts  of  the 
district  like  Maryland  and  Virginia  and  the  District  of  Columbia, 
where  real  estate  problems  have  been  especially  severe. 

But  just  in  general,  in  our  district,  I  would  say  there  is  clear  evi- 
dence now  of  some  improvement  in  loan  activity.  We  are  seeing  in- 
creased demand  for  loans  and  increased  loan  volume.  I  don't  want 
to  overstate  it — not  dramatic.  But  after  a  period  of  decline,  we  are 
now  seeing  some  increase.  So  I  think  it's  clear  that,  in  our  district 
overall,  credit  conditions  are  easing. 

Senator  Faircloth.  Thank  you. 

The  Chairman.  Mr.  Jordan,  why  don't  you  go  ahead,  and  I  want 
to  hear  from  the  rest  of  you  and  then  we'll  get  into  the  questions. 
Go  ahead. 

STATEMENT  OF  JERRY  L.  JORDAN,  FEDERAL  RESERVE  BANK 
OF  CLEVELAND,  CLEVELAND,  OH 

Mr.  Jordan.  Thank  you,  Mr.  Chairman. 

The  fourth  Federal  Reserve  district  includes  the  State  of  Ohio, 
and  parts  of  the  States  of  Pennsylvania,  West  Virginia,  and  Ken- 
tucky. 

We've  already  heard  quite  a  bit  about  the  disparity  of  economic 
performance  since  the  last  recession  and  even  in  the  1980's.  I  think 
that  there's  a  lot  to  be  learned  from  this  experience  and  what  to 
expect  in  the  1990's. 

You've  heard  that  to  the  east  of  my  district,  in  the  third  and  sec- 
ond districts,  things  have  not  been  so  strong  since  the  recent  reces- 
sion. To  the  west  of  us,  in  the  seventh  and  the  ninth  district, 
they've  been  much  stronger.  That  situation  is  not  new.  If  you  look 
at  the  whole  experience  of  the  last  decade  or  more,  you  see  this 
kind  of  extraordinary  unevenness  by  sector,  by  region,  and  by  in- 
dustry. And  I  think  that  we  have  to  expect  that  that's  going  to  con- 
tinue, because,  after  all,  that  is  how  markets  adjust  and  adopt  to 
economic  change. 

The  Nation  as  a  whole  had  an  extraordinary  expansion  since 
1980,  despite  the  three  recessions.  More  than  19  million  jobs  were 
created.  That's  over  a  20  percent  increase  in  employment. 

But  that  did  not  happen  in  my  district.  The  percentage  increase 
in  employment  was  less  than  half  of  the  Nation,  under  10  percent. 
The  Nation  as  a  whole  was  creating  output  through  jobs,  absorbing 
the  baby  boom  generation,  absorbing  the  enormous  increase  in 
women's  participation  in  the  work  force. 
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My  district  was  suffering  the  excesses  of  the  inflation  of  the 
1970' s  and  the  extraordinary  high  interest  rates  that  inflation  pro- 
duced, and  it  had  to  work  off  those  excesses. 

So  our  district  spent  the  decade  of  the  1980's  working  to  improve 
productivity.  The  result  has  been  very  positive.  In  Ohio,  for  exam- 
ple, manufacturing  output  increased  50  percent,  while  manufactur- 
ing employment  declined  20  percent,  resulting  in  a  tremendous  in- 
crease in  productivity  in  that  sector,  much  better  than  the  Nation 
as  a  whole. 

As  a  result  of  having  spent  the  1980's  correcting  previous  mis- 
takes, the  district  now  is  very  competitive,  both  in  its  manufactur- 
ing sectors  and  in  its  agricultural  sectors.  Our  exports  are  growing 
strongly,  and  our  ability  to  compete  with  imports  seems  to  be  much 
improved.  We're  taking  back  the  market  share  that  had  previously 
been  lost  to  foreign  competitors. 

Our  banking  industry  is  also  quite  different.  We  have  banking 
companies  headquartered  in  the  fourth  district  whose  aggregate 
market  capital  is  second  only  in  the  Nation  to  New  York.  And  New 
York,  of  course,  includes  the  big  money  center  banks. 

Our  capital  ratios  are  much  higher  than  the  national  average. 
Our  loan  loss  reserve  is  higher  than  the  national  average.  Our  loss 
experience  is  less  than  half  the  national  average.  The  return  on  eq- 
uity and  assets  is  better  than  the  Nation. 

Our  banks  have  a  very  high  capital  ratio.  Some  banks  now  think 
that  they  have  too  high  a  capital  ratio  and  they  need  to  do  some- 
thing to  reduce  their  capital  ratio.  And  yet,  these  highly  capitalized 
banks  were  still  out  buying  Government  securities,  and  it  wasn't 
because  regulators  told  them  to  or  because  they  needed  to  improve 
their  capital  base. 

Their  perception  was  that  both  the  weakness  in  basic  loan  de- 
mand and  a  very  high  cost  to  making  especially  small  business 
loans  reduced  loan  supply.  It  cost  them  as  much  to  make  a 
$100,000  loan  as  it  does  to  make  a  million-dollar  loan  on  those 
things  that  they  have  to  do  to  comply  with  certain  regulation.  And 
in  that  sense,  it  is  a  supply  constrained  source  of  credit  to  small 
businesses.  But  the  supply,  the  cost,  is  influenced  by  regulation 
and  the  implementation  of  various  legislation. 

Because  of  the  kind  of  restructuring  that  has  gone  on,  I  think 
that  the  fourth  district  States  are  now  going  to  continue  to  out- 
perform the  Nation  in  the  1990's.  During  the  previous  six  reces- 
sions before  1990-91,  our  loss  of  employment  was  two  to  four  times 
as  severe  as  the  Nation.  But  it  was  only  half  as  severe  as  the  Na- 
tion in  1990-91,  and  now  we've  performed  better  since  the  end  of 
the  1991  recession  than  the  rest  of  the  country.  Our  unemployment 
tends  to  be  lower  than  the  Nation.  I  expect  that  to  continue. 

Let  me  turn  to  a  few  comments  on  monetary  policy  because  I 
think  it  relates  to  this  disparity  of  economic  performance  that  we 
have  seen,  and  what  we  can  expect  is  more  of  the  same. 

As  has  already  been  mentioned,  you  have  on  one  hand  extremely 
rapid  growth  of  narrow  money  measures — monetary  base,  Ml, 
goods  transaction  balances,  currency.  In  fact,  last  year  the  narrow 
aggregates  rose  more  than  in  any  single  year  since  World  War  II. 

By  that  measure,  you'd  say  policy  was  extremely  stimulative. 
Some  people  think  that  we've  already  sown  the  seeds  of  future  in- 
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flation.  Short-term  interest  rates  dropping  dramatically,  as  has 
been  mentioned.  But  long  rates  have  not  declined  nearly  as  much. 
Longer  term  interest  rates  have  stayed  relatively  high  compared  to 
today's  inflation. 

The  broad  measures  of  money  are  growing  very  slowly.  I  think 
that  reflects  the  underlying  restructuring  going  on  in  the  econ- 
omy— corporations  refinancing  their  balance  sheets,  households 
getting  their  indebtedness  down,  people  positioning  themselves  in 
the  belief  that  inflation  in  the  future  would  be  higher. 

There's  no  other  way  to  explain  the  record  increases  in  home  refi- 
nancing at  today's  interest  rates,  or  corporate  debt  issuance,  or  the 
steepness  of  the  yield  curve,  except  that  people  believe  that  future 
inflation  is  going  to  be  higher. 

That's  a  severe  challenge  to  us.  Because  monetary  policy  is 
geared  to  produce  price  stability,  when  people  act  in  the  belief  that 
inflation  is  going  up,  that  tends  to  put  a  transitory  drag  on  eco- 
nomic activity.  Anything  that  we  can  do  to  lower  that  expectation 
about  future  inflation  will  also  help  output  in  employment  growth. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much. 

President  Broaddus  from  the  Richmond,  VA,  district. 

STATEMENT  OF  J.  ALFRED  BROADDUS,  FEDERAL  RESERVE 
BANK  OF  RICHMOND,  RICHMOND,  VA 

Mr.  Broaddus.  Thank  you,  Mr.  Chairman,  and  members  of  the 
committee. 

I'm  pleased  to  be  here  today  to  discuss  economic  activity  in  the 
fifth  Federal  Reserve  district,  which  is  the  region  served  by  my 
bank,  the  Federal  Reserve  Bank  of  Richmond,  and  to  describe  my 
views  on  monetary  policy. 

There  are  really  three  distinct  regional  economies  in  our  district. 
One  includes  south  central  Virginia,  North  Carolina,  and  South 
Carolina,  and  is  characterized  by  substantial  activity  in  manufac- 
turing. North  Carolina  leads  the  Nation  in  the  proportion  of  payroll 
employment  in  manufacturing.  South  Carolina  is  close  behind.  The 
area's  strong  manufacturing  base  includes  textiles,  chemicals,  ma- 
chinery, electronic  equipment,  tobacco  products  and  furniture. 

The  second  regional  economy  consists  of  Maryland,  most  of  Vir- 
ginia and  the  District  of  Columbia,  all  of  which,  of  course,  are 
heavily  dependent  on  defense  and  other  Federal  Government  activ- 
ity. 

The  third  region  is  West  Virginia.  West  Virginia's  economy  is 
largely  based  on  coal,  which  of  course  explains  the  State's  compara- 
tive advantage  in  the  production  of  chemicals  and  primary  metals. 

As  indicated  in  the  table  accompanying  my  written  statement, 
employment  and  real  personal  income  grew  strongly  in  most  of  the 
district  in  the  mid  and  late  1980's.  Employment  and  income  de- 
clined throughout  the  district  during  the  1991  recession,  as  they 
did  in  most  of  the  country.  Job  market  conditions,  however,  have 
improved,  at  least  to  some  degree,  in  most  of  our  States  since  the 
end  of  the  recession,  although  employment  continues  to  fall  in 
Maryland. 
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Real  personal  income  grew  moderately  in  the  district  from  the  re- 
cession trough  through  the  third  quarter  of  1992,  which  is  the  last 
period  for  which  we  have  data. 

Let  me  now  focus  a  little  more  specifically  on  current  economic 
conditions  in  the  district. 

The  latest  data  and  anecdotal  economic  information  available  to 
us  indicate  that  the  pace  of  recovery  has  quickened  to  some  extent 
in  our  region  in  recent  months.  Consumer  spending  was  strong 
during  the  Christmas  season.  Recent  information  has  suggested  it 
has  remained  strong  since  then.  The  housing  industry  has  been  im- 
proving for  many  months.  The  district's  factory  activity  as  meas- 
ured by  production,  orders,  shipments,  has  improved  during  the 
first  6  weeks  of  1993,  after  several  months  of  little  change. 

Profits  are  up  and  nonperforming  loans  are  down  in  the  district's 
banking  industry.  And  finally,  as  I  indicated  a  moment  ago  there 
is  evidence  that  credit  is  now  at  least  somewhat  more  readily  avail- 
able in  the  district  than  earlier,  although  we  still  get  comments 
from  small  businesses  throughout  the  district  of  some  restraints  on 
credit  in  some  areas. 

Just  very  quickly,  on  a  State-by-State  basis,  the  South  Carolina 
economy  has  been  recovering  at  a  moderate  but  steady  pace.  Tex- 
tile manufacturers  there  are  now  operating  at  capacity  and  begin- 
ning to  export  some  of  their  production.  The  contacts  in  North 
Carolina  indicate  improving  conditions  and  greater  business  and 
consumer  confidence  and  optimism  about  the  outlook.  The  improve- 
ment in  North  Carolina  is  especially  evident  in  retailing,  housing 
and  manufacturing,  but  it  also  extends  to  some  areas  in  commer- 
cial construction. 

Also,  furniture  manufacturers  in  North  Carolina  are  having  their 
best  year  in  many  years.  I  believe  that  their  orders  have  increased 
about  19  percent  over  the  last  year. 

Economic  conditions  in  Virginia  now  appear  to  be  improving  at 
a  somewhat  more  rapid  pace  than  earlier  in  the  recovery. 

Moving  along,  economic  activity  in  the  District  of  Columbia  is  im- 
proving also,  but  more  slowly  than  in  some  other  parts  of  the  dis- 
trict. The  mood  of  our  business  contacts  here,  though,  is  generally 
positive.  Of  course,  serious  fiscal  problems  remain  here  and  that's 
a  drag  on  the  local  economy. 

In  Maryland,  indications  that  the  economy  has  bottomed  out  are 
tempered  still  by  concern  about  shortfalls  in  State  government  rev- 
enues and  by  additional  lay-offs  at  defense  contracting  facilities 
such  as  those  of  Westinghouse  and  Martin  Marietta. 

Finally,  business  activity  in  West  Virginia  has  been  improving 
steadily  in  recent  weeks.  Our  business  contacts  there  are  quite  up- 
beat about  the  prospects  for  both  the  near  and  longer  term  future 

In  sum,  Mr.  Chairman,  the  fifth  district  economy  is  on  the  mend 
very  definitely. 

Turning  quickly  to  my  views  on  monetary  policy,  I  believe  that 
the  primary  goals  of  monetary  policy  should  be  to  promote  eco- 
nomic growth  and  employment  and  that  the  Federal  Reserve  can 
best  pursue  this  goal  by  fostering  a  stable  price  level  over  time. 

In  my  view,  inflation  constrains  growth  by  interfering  with  the 
market  s  ability  to  allocate  resources  to  their  most  productive  uses 
In  addition,  inflation  results  in  arbitrary  and  unfair  redistribution 
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of  both  income  and  wealth,  cause  social  tensions  and  weaken  the 
fabric  of  our  society.  Moreover,  rising  inflation  is  invariably  fol- 
lowed by  corrective  policy  actions  that  tend  often  to  actually  de- 
press economic  activity,  sometimes  quite  severely,  as  in  the  early 
1980's. 

We've  made  substantial  progress  in  reducing  inflation  and  inter- 
est rates  over  the  last  10  years.  I  believe  that  the  substantial  de- 
cline in  long-term  interest  rates  over  this  period,  including  the 
most  recent  bond  market  rally,  reflects  to  a  considerable  degree  a 
significant  increase  in  the  credibility  of  the  Federal  Reserve  s  dis- 
inflationary strategy. 

Long-term  Treasury  bond  rates,  however,  remain  well  above  the 
3-percent  level  they  generally  held  at  in  the  1950's,  when  we  en- 
joyed a  period  of  substantial  price  stability,  which  suggests  to  me 
at  least  that  the  public  and  the  financial  markets  still  to  a  consid- 
erable degree  fear  that  inflation  will  persist  at  3  or  4  percent  over 
the  longer  term  future. 

A  fully  creditable  disinflationary  policy,  in  my  view,  would  bring 
long-term  rates  down  further  and,  importantly,  provide  a  signifi- 
cant additional  stimulus  to  economic  activity. 

I  think  the  passage  of  the  Neal  amendment  would  strengthen  the 
Federal  Reserve's  efforts  to  increase  the  credibility  of  its  strategy. 
Also,  our  day-to-day  policy  action  should  be  consistent  with  achiev- 
ing price  level  stability  over  the  longer  term. 

Short-term  policy  actions,  of  course,  must  also  take  account  of 
current  economic  developments,  and  I  think  the  record  shows  that 
in  recent  years,  we  have  certainly  done  that. 

Experience,  however,  provides  little  support  for  the  notion  that 
monetary  policy  can  eliminate,  or  almost  eliminate,  short-term  fluc- 
tuations in  economic  activity.  In  particular,  history  suggests  that 
attempts  to  stimulate  the  economy  in  the  short-run  without  regard 
to  the  possible  inflationary  consequences  typically  result  eventually 
in  higher  inflation  and  corrective  actions  that  work  to  depress  eco- 
nomic activity. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you.  We  have  four  to  go  here. 

President  Melzer,  St.  Louis,  MO. 

STATEMENT  OF  THOMAS  C.  MELZER,  FEDERAL  RESERVE 
BANK  OF  ST.  LOUIS,  ST.  LOUIS,  MO 

Mr.  Melzer.  Thank  you.  Mr.  Chairman,  members  of  the  commit- 
tee, I'm  pleased  to  have  this  opportunity  to  talk  about  economic 
conditions  in  the  eighth  district  and  my  views  on  monetary  policy. 

I'm  sure  you're  thankful  at  this  point  that  there  aren't  18  reserve 
districts. 

The  Chairman.  Well,  we're  withholding  judgment  as  to  what  the 
right  number  is,  whether  it  should  be  18  or  some  other  number. 

[Laughter.] 

Mr.  Melzer.  As  you  know,  each  regional  reserve  bank  monitors 
the  economy  of  its  district,  as  well  as  the  national  economy.  By 
maintaining  direct  and  ongoing  contact  with  the  many  constitu- 
encies that  make  up  our  regional  economy,  we  can  gather  timely 
economic  information.  This  anecdotal  information  is  not  available 
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in  the  national  statistics,  which  are  produced  well  after  the  fact 
and  subject  to  frequent  revision. 

Hence,  as  some  others  have  mentioned,  it  is  possible  to  spot  an 
emerging  trend  through  regional  contact  well  before  it  otherwise 
becomes  apparent. 

In  addition,  I  am  personally  and  extensively  involved  along  with 
other  members  of  my  staff  in  interacting  with  these  district  con- 
stituencies— large  and  small  businesses,  agricultural  interests, 
consumer  groups,  and  others.  This  interaction,  through  a  number 
of  programs  we  host,  and  other  programs,  enables  me  to  learn  first- 
hand about  regional  economic  conditions  and  about  the  effects  of 
policy  on  the  individuals  who  make  up  our  economy. 

There  is  no  substitute  for  this  direct  feel  for  economic  activity 
and  it  adds  an  important  dimension  to  the  Fed's  policy-making 
process. 

Turning  briefly  to  the  eighth  district's  economy,  our  economy 
generally  outperformed  the  Nation  during  both  the  recent  recession 
and  the  subsequent  recovery.  Although  the  district  generally  par- 
allels the  national  economy  in  structure,  it  had  lower  employment 
declines  during  the  recession  and  greater  employment  increases 
during  the  recovery. 

I  think  this  demonstrates  how  uneven  the  current  economic  cycle 
has  been  geographically,  with  both  coasts  being  much  harder  hit 
than  the  country's  mid-section. 

Because  we  (fid  not  experience  the  booms  that  some  areas  did  in 
the  1980's,  our  district  did  not  develop  the  associated  busts,  espe- 
cially in  commercial  real  estate. 

Like  other  areas  of  the  country,  however,  we  have  experienced 
structural  adjustments — notably,  in  the  defense  and  auto  indus- 
tries. As  a  result,  employment  in  these  manufacturing  industries, 
which  would  typically  increase  sharply  at  this  stage  of  the  cycle, 
has  been  depressed. 

Overall,  manufacturing  employment  in  recent  months  has  been 
flat  in  the  eighth  district,  and  all  of  our  job  growth  at  the  moment 
is  coming  from  the  service  sector. 

I  would  say,  absent  the  extraordinary  structural  adjustments  we 
have  experienced,  economic  growth  in  the  district  would  have  been 
comparable  in  this  recovery  with  that  of  earlier  recoveries. 

Eighth  district  banks  generated  strong  returns  on  assets 
throughout  the  recession  and  current  recovery.  This  performance 
reflects  comparatively  low  levels  of  nonperforming  loans,  including 
real  estate  loans,  and  low  overhead  expenses.  In  addition,  district 
banks  have  maintained  strong  capital  ratios,  positioning  them  to 
meet  credit  needs. 

This  would  be  the  one  comment  I  have  on  the  question  you  asked 
before,  Mr.  Chairman.  Notwithstanding  this,  our  loan  growth  has 
been  sluggish,  which  I  think  suggests  in  part  a  lack  of  demand  as- 
sociated with  the  sluggish  recovery. 

Though  an  important  backdrop  for  monetary  policy  discussions, 
regional  economic  information  is  not  sufficient  in  reaching  conclu- 
sions about  monetary  policy.  One  must  take  a  national,  indeed, 
international,  perspective,  rather  than  represent  the  interests  of  a 
particular  district. 
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In  making  monetary  policy  decisions,  I  try  to  keep  several  factors 
in  mind.  First,  the  goals  of  economic  policy,  which  are  to  maintain 
high  employment  and  sustainable  economic  growth  and  to  ensure 
stability  in  the  purchasing  power  of  the  dollar. 

Although  it  was  once  thought  that  there  was  a  trade-off  between 
policies  to  pursue  growth  and  those  to  stabilize  prices,  we  now 
know  that  maximum  sustainable  growth  is  achieved  when  price 
level  uncertainty  ceases  to  be  a  factor  in  economic  decision-making. 
Said  differently,  price  level  stability  is  a  prerequisite  to  realizing 
the  real  growth  in  output  and  incomes  that  we  would  all  like  to 
see. 

Second,  in  the  long  run,  monetary  policy  affects  only  the  general 
level  of  prices.  Stimulative  monetary  policy  cannot  increase  long- 
term  economic  growth.  Rather,  such  growth  is  determined  by  real 
factors  such  as  labor  force  growth,  capital  investment,  and  in- 
creases in  productivity. 

Third,  even  though  monetary  policy  cannot  affect  long-term 
growth,  from  time  to  time,  counter-cyclical  monetary  policy  may  be 
appropriate  on  a  short-term  basis.  When  recessions  occur,  mone- 
tary policy  actions  must  lay  the  foundation  for  recovery  by  boosting 
sagging  monetary  growth  rates.  In  expansions,  the  converse  ap- 
plies. In  either  case,  however,  these  actions  should  not  be  pursued 
to  excess. 

Finally,  it  is  necessary  to  have  an  indicator  that  gauges  the 
thrust  of  monetary  policy  actions  and  can  determine  whether  policy 
excesses  are  building  up.  This  indicator  must  be  tied  to  Federal  Re- 
serve actions — for  example,  total  reserves,  the  monetary  base,  or 
the  MI  monetary  aggregate — and  its  behavior  should  be  viewed 
over  relatively  long  periods  of  time. 

There  are  no  simple  rules  for  determining  the  appropriate  mone- 
tary policy  stance.  Accordingly,  I  think  that  the  Nation  benefits 
from  a  collective  process,  and  others  have  mentioned  this,  which 
brings  a  diversity  of  views  to  the  table,  views  that  have  been  devel- 
oped and  refined  through  first-hand  contact  with  what  is  actually 
happening  in  the  economy.  In  the  final  analysis,  policy  must  be 
judged  by  the  results  it  produces. 

In  my  opinion,  monetary  policy  has  been  reasonably  successful 
over  the  last  decade,  a  long  period  of  moderate  growth  during 
which  inflation  was  significantly  reduced.  This  result  was  achieved 
during  a  time  of  unusually  large  budget  deficits  and  complicated 
international  and  financial  market  developments. 

Though  set  back  by  the  recession  and  the  unexpectedly  slow  re- 
covery, a  foundation  has  been  laid  for  a  sustainable,  low  inflation- 
ary expansion  in  the  1990's.  No  one  can  know  what  the  future 
holds,  but  if  accelerating  inflation  is  behind  us,  the  real  economy 
will  be  on  a  firm  footing  for  genuine  progress  in  the  years  aheaa. 

Thank  you. 

The  Chairman.  Thank  you. 

President  Forrestal  from  Atlanta. 

STATEMENT  OF  ROBERT  P.  FORRESTAL,  FEDERAL  RESERVE 
BANK  OF  ATLANTA,  ATLANTA,  GA 

Mr.  Forrestal.  Thank  you.  Mr.  Chairman,  and  members  of  the 
committee,  I  too  am  pleased  to  appear  before  the  committee  today 
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to  discuss  economic  conditions  in  the  sixth  Federal  Reserve  district 
and  to  provide  my  views  on  appropriate  monetary  policy. 

The  sixth  Federal  Reserve  district  encompasses  tne  States  of 
Georgia,  Florida,  Alabama  and  parts  of  Tennessee,  Mississippi,  and 
Louisiana. 

In  1993,  growth  in  the  Southeast  should  outpace  the  Nation  by 
at  least  a  small  margin.  The  expected  strength  in  home  building 
and  consumer  purchases  of  durable  goods  in  the  Nation  will  boost 
some  of  the  major  industries  in  our  region;  namely,  lumber,  fur- 
niture, home  appliances,  carpets,  home  furnishings  and  auto- 
mobiles. 

Our  monthly  survey  of  manufacturers,  which  we  do  on  a  regular 
basis  in  the  district,  indicates  that  most  expect  production  and 
shipments  to  increase  over  the  next  6  months.  Construction  of  sin- 
gle-family homes  will  do  fairly  well  and  our  decline  in  office  and 
apartment  construction  may  at  least  hit  bottom. 

Defense  cuts,  of  course,  will  affect  the  Southeast,  but  not  as 
much  as  the  Nation  as  a  whole.  Moreover,  the  region  is  certainly 
not  immune  to  the  downsizing  that  is  costing  so  many  jobs  in  many 
industries.  But,  on  balance,  prospects  for  the  Southeast  are  bright- 
er than  they  have  been  in  several  years.  In  addition,  upward  pres- 
sure on  wages  and  prices  are  virtually  nonexistent  in  the  district 
at  this  time. 

Now,  Mr.  Chairman,  I'm  fairly  pleased  with  this  overall  outlook 
for  the  region,  but  obviously,  averages  don't  tell  the  whole  story,  es- 
pecially in  an  area  as  diverse  as  the  Southeast,  where  incomes 
range  so  widely. 

Georgia,  Florida,  and  Tennessee,  the  three  largest  States  in  the 
district,  will  probably  perform  the  best,  benefiting  from  the  forces 
I've  just  described,  and  also  from  some  special,  although  temporary, 
local  factors  like  rebuilding  from  Hurricane  Andrew  and  the  start- 
up of  some  Olympic  projects. 

In  Alabama,  however,  the  pace  of  business  activity  is  likely  to  de- 
celerate as  a  recent  build-up  in  State  and  local  government  jobs 
tapers,  and  also,  I  might  say,  Senator  Shelby,  the  apparel  and  tex- 
tile industry  will  be  somewhat  of  a  drag  on  the  Alabama  economy. 

Mississippi  faces  the  possibility  of  sluggish  performance  in  re- 
sponse to  declines  in  defense  spending  and  apparel  production,  and 
Louisiana  could  well  see  jobs  and  incomes  shrink  as  a  result  of 
lower  energy  prices  and  defense  cutbacks. 

Mr.  Chairman,  I  have  in  my  opening  statement,  as  well  as  in  the 
text  of  the  testimony,  a  section  on  longer  term  problems  of  the 
Southeast  which  I  think  are  applicable  to  the  rest  of  the  Nation 
and,  in  the  interest  of  time,  I'll  skip  over  that  and  invite  your  read- 
ing of  that  section.  What  it  does  say,  bottom  line,  I  believe,  is  that 
what  we  need  in  the  Southeast  in  the  long  term  is  greater  invest- 
ment in  physical  and  human  capital. 

Let  me  turn  now  to  monetary  policy.  In  my  opinion,  the  most  im- 
portant role  of  monetary  policy  is  to  nelp  foster  long-term,  sustain- 
able economic  growth.  To  do  so,  the  central  bank  must  keep  its 
focus  on  the  long-term,  establishing  and  maintaining  a  stable  eco- 
nomic environment.  By  this  I  mean  one  in  which  the  price  level  is 
not  highly  volatile  and  inflation  is  not  a  factor,  and  one  in  which 
booms  and  busts  in  jobs  and  output  are  avoided. 
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In  embracing  this  long-term  policy  orientation  I'm  not  saying  for 
a  moment  that  monetary  policy  should  ignore  the  short-run  When 
cyclical  balances  develop,  monetary  policy  has  an  important,  even 
a  critical,  role  to  play  by  leaning  against  the  tendency  of  the  econ- 
omy to  overshoot  at  the  peaks  and  low  points  of  business  cycles 

The  problems  arise,  of  course,  in  trying  to  achieve  this  ideal 
world  of  stable  prices  and  steady  growth  in  jobs  and  income.  At  the 
Fed,  we  have  to  grapple  with  considerable  uncertainty  as  part  ot 

^^ample,  statistical  data  is  essentially  backward-looking. 
Economic  theories  sometimes  conflict.  Changes  in  credit  conditions 
take  a  long  time  to  work  their  way  into  the  economy. 

In  addition,  we  have  to  bring  to  bear  on  our  decisions  the  pref- 
erences of  the  American  public.  Indeed,  one  of  our  most  important 
tasks  is  to  use  our  information  resources  to  assess  the  con- 
sequences of  a  policy  change  in  light  of  what  society  really  desires. 

As  a  reserve  bank  president,  I  bring  the  views  and  experiences 
of  people  in  the  Southeast,  along  with  my  own  understanding  ot 
economic  conditions,  to  the  consensus-building  process  that  marks 
decisions  by  the  Federal  Open  Market  Committee.  I  meet  regularly 
with  a  variety  of  business  people— bankers,  union  leaders,  farmers, 
educators  and  others— around  the  sixth  district,  in  small  groups 
that  encourage  candid  interchanges.  We  also  have,  as  other  reserve 
banks  do,  a  small  business  advisory  council  made  up  of  small  busi- 
ness, agriculture,  and  labor  people. 

These  people,  all  of  them,  share  with  me  in  confidence  current 
and  often  sensitive  information  about  their  businesses,  their  out- 
looks for  their  local  economies,  changes  in  the  size  of  their  work 

forces,  and  so  on.  ,     - 

For  example,  it  was  from  these  contacts  that  I  first  learned  of 
rising  price  pressures  in  the  late  1980's,  and  later  of  the  credit 
crunch  and  its  serious  effects  on  local  banks  and  businesses.  People 
also  share  their  views  on  what  should  be  done  about  these  condi- 
tions. „  ,  , 

This  kind  of  anecdotal  information  from  the  trenches,  as  it  were, 
enables  me  to  communicate  to  my  Washington-based  colleagues 
very  current  economic  developments  and  to  do  so  not  just  statis- 
tically, but  in  human  terms  as  well.  T    .  .   .    .  ,      .  ,  .         , 

With  respect  to  current  monetary  policy,  I  think  it  s  right  on  tar- 
get The  economic  situation  is  by  no  means  ideal,  given  the  large 
number  of  unemployed.  However,  I  don't  think  we  should  discount 
the  important  foundation  for  growth  that  has  been  laid  by  the  tea- 

eral  Reserve. 

The  current  degree  of  price  stability  we  have  achieved  positions 
the  United  States  to  reap  enormous  and  real— real,  not  inflation- 
ary—gains in  output  and  incomes.  This  foundation,  coupled  with 
an  agenda  to  address  the  issue  of  large  fiscal  deficits,  augurs  well 
for  the  United  States.  . 

A  successful  resolution  of  this  issue  can  ensure  that  we  achieve 
conditions  favorable  to  the  kind  of  long-term  investment  that  I  be- 
lieve is  necessary  to  achieve  lasting  growth,  both  nationally  and  in 

the  Southeast.  . 

Sound  fiscal  and  monetary  policy  with  a  focus  on  long-term 
growth  will  promote  the  three  things  that  everyone  wants— the  ere- 
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ation  of  permanent,  highly  productive  jobs,  a  noninflationary  envi- 
ronment, and  the  improvement  in  living  standards  that  accompany 
the  first  two. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you. 

President  Hoenig  of  Kansas  City. 

STATEMENT  OF  THOMAS  M  HOENIG,  FEDERAL  RESERVE 
BANK  OF  KANSAS  CITY,  KANSAS  CITY,  KS 

Mr.  HOENIG.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  and  members  of  the  committee,  I  welcome  this 
opportunity  to  provide  you  views  on  the  economy  from  the  heart- 
land. 

The  tenth  district  spans  seven  States,  the  western  portion  of  Mis- 
souri, Nebraska,  Kansas,  Oklahoma,  Wyoming,  Colorado,  and 
northern  New  Mexico.  This  region  is  blessed  with  natural  resources 
and  its  economy  has  traditionally  relied  on  agriculture  and  energy. 

But  after  a  severe  farm  and  energy  recession  in  the  mid-1980's, 
the  economic  base  has  been  broadened  somewhat,  with  more  activ- 
ity in  manufacturing  services  and  particularly,  tourism. 

With  the  farm  and  energy  problems,  for  the  most  part,  behind 
us,  and  a  more  diverse  economic  base,  the  district  economy  weath- 
ered the  recession  this  time  reasonably  well  and  has  in  fact  out- 
paced the  Nation  throughout  most  of  the  recovery.  The  farm  econ- 
omy has  been  strong,  with  farmers  posting  record  or  near-record 
incomes,  while  the  energy  industry  at  least  has  been  stable.  The 
region's  construction  sector  has  been  strong,  with  a  broad  slate  of 
activity  moving  ahead. 

The  district's  financial  institutions,  by  and  large,  are  healthy, 
having  recovered  from  problems  of  the  mid-1980's.  And  trade  and 
services  sectors  have  grown  steadily,  helped  by  a  new  wave  of  tour- 
ism development  in  the  scenic  parts  of  our  region.  The  only  weak 
sector  has  been  manufacturing,  where  the  district  slump  has 
matched  that  of  the  Nation. 

In  brief,  then,  the  district's  economy  has  been  growing  mod- 
erately, supported  by  a  cast  of  contributing  industries.  Pointing  out 
the  district's  above  par  performance  is  the  fact  that  the  district's 
employment  has  grown  a  little  better  than  1  percent,  while  the  Na- 
tion's economy  has  shown  very  little  job  growth,  I  realize. 

The  tenth  district  has  a  diverse  economic  landscape,  so  it's  not 
surprising  that  growth  has  been  varied  across  the  district.  But  still, 
six  of  the  seven  States  have  outpaced  the  Nation's  recovery  so  far. 

The  weakest  State  in  the  district  has  been  Oklahoma,  which  still 
lacks  an  economic  engine  to  replace  energy. 

Tracking  a  regional  economy  as  diverse  as  ours  is  a  challenge 
and  we  do,  as  my  colleagues,  rely  on  a  variety  of  sources,  including 
our  economic  advisory  council.  This  council  has  confirmed  and  con- 
sistently led  the  statistics  describing  our  district's  improving  per- 
formance. 

Looking  forward,  I  expect  our  district's  economy  to  grow  mod- 
erately at  roughly  the  same  pace  as  the  Nation.  The  farm  economy 
is  headed  toward,  we  think,  another  good  year,  while  the  energy 
sector  at  least  remains  stable.  District  manufacturing  should  im- 
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prove  in  line  with  gains  nationwide.  Construction,  which  has  been 
strong,  we  think  will  slow  somewhat. 

This  optimistic  outlook  is  affirmed  by  our  economic  advisory 
counsel  because,  in  a  recent  survey,  most  of  the  council  members 
expect  better  sales  and  profits  for  this  year.  In  line  with  those  ex- 
pectations, the  majority  of  the  council  plan  to  boost  capital  spend- 
ing and  they  indicate  that  after  a  long  dry  spell,  credit  is  available 
for  new  investment.  Council  members  also  report,  however,  that 
employment  growth  has  been  trailing  other  business  indicators. 

Turning  to  the  national  economy,  the  indicators  suggest  that  the 
economic  recovery  is  gathering  some  momentum.  Economic  growth 
in  the  first  half  of  last  year  was  weaker  than  any  of  us  would  have 
liked  In  line  with  that,  I  did  support  an  easing  of  the  monetary 
policy  through  the  year.  Partly  in  response  to  that  easing,  economic 
growth  has  picked  up  in  the  last  half  of  last  year  and  continues  on. 
'  Looking  ahead,  I  expect  the  national  economy  to  grow  about  3 
percent  from  the  fourth  quarter  of  last  year  to  the  fourth  quarter 
of  this  year.  Currently,  the  low  interest  rates  will  spur,  I  think, 
consumer  investment  spending.  Improved  balance  sheets  also,  I 
think  will  be  a  key  factor,  helping  households  and  businesses  to 
open  their  checkbooks.  Meanwhile,  modest  wage  pressures  should 
dampen  inflation  further,  despite  faster  growth  in  the  economy, 
and  I  expect  the  inflation  rate  to  be  below  3  percent. 

Overall,  with  the  economy  improving  and  inflation  subdued,  I  be- 
lieve that' the  current  stance  on  monetary  policy  is  appropriate  and 
I  realize,  of  course,  that  amid  a  swirl  of  ongoing  changes  in  the  Na- 
tion, and  in  national  and  international  markets,  monetary  policy 
must  be  alert  to  these  changes,  and  that  we  must  continue  to  mon- 
itor, I'm  afraid,  a  wide  range  of  financial  and  economic  indicators 
determining  appropriate  policy.  And  naturally,  I  will  stay  in  touch 
with  economic  sources  in  our  district. 

Thank  you  very  much. 

Senator  Sarbanes.  [Presiding.]  Thank  you  very  much,  sir. 

Mr.  Parry,  we'd  be  happy  to  hear  from  you. 

STATEMENT  OF  ROBERT  T.  PARRY,  FEDERAL  RESERVE  BANK 
OF  SAN  FRANCISCO,  SAN  FRANCISCO,  CA 

Mr  Parry.  Thank  you.  I'm  honored  to  testify  on  economic  condi- 
tions in  the  12th  Federal  Reserve  district  and  in  the  Nation,  as 
well  as  on  the  conduct  of  monetary  policy. 

I'll  begin  my  remarks  with  a  summary  of  regional  economic  con- 
ditions. ,. 

The  economic  performance  of  the  twelfth  Federal  Reserve  district 
has  been  dominated  by  the  long  and  deep  recession  gripping  Cali- 
fornia. From  January,  1992,  to  January,  1993,  employment  in  the 
district  fell  slightly,  as  the  weakness  in  California  and  Hawaii  was 
offset  by  moderate  job  growth  in  Alaska,  Arizona,  Oregon  and 
Washington,  as  well  as  more  robust  performance  in  Utah,  Nevada 

and  Idaho. 

The  district's  unemployment  rate,  which  had  been  running  in 
line  with  the  Nation  over  the  last  several  years,  was  8.7  percent 
in  January,  or  1.6  percentage  points  above  the  national  average. 
This  high  rate  largely  reflects  California's  9.5  percent  unemploy- 
ment rate  in  January,  1993. 
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In  the  12  months  ending  in  January,  the  main  sector  in  the  dis- 
trict showing  meaningful  growth  was  services,  which  grew  2.2  per- 
cent. However,  this  gain  was  slower  than  usual.  Most  other  sectors 
showed  weakness  in  the  district  as  a  whole,  with  manufacturing 
and  construction  among  the  hardest  hit,  especially  in  California. 

Because  of  the  size  of  the  California  economy,  estimated  to  be  the 
seventh  largest  in  the  world,  and  the  complexity  of  its  problems, 
it  is  treated  in  some  detail  in  the  testimony  I've  submitted. 

To  summarize  briefly,  California's  economy  has  been  hit  by  a 
number  of  adverse  factors  in  the  last  few  years,  such  as  problems 
in  commercial  real  estate,  defense  cutbacks,  a  series  of  natural  ca- 
lamities and  the  national  recession. 

Though  initially  concentrated  in  southern  California,  these  prob- 
lems have  had  an  effect  on  the  rest  of  the  State  and,  indeed,  on 
neighboring  States  that  have  ties  to  California  through  tourism 
and  trade. 

The  most  recent  data  do  show  a  respectable  employment  gain  in 
January.  However,  in  February,  employment  declined  somewhat 
and  the  unemployment  rate  rose  to  9.8  percent,  so  it  is  still  too 
soon  to  say  whether  the  State  has  turned  the  corner. 

The  near-term  outlook  for  California  must  account  for  continued 
downward  adjustments  in  defense,  as  well  as  problems  in  commer- 
cial real  estate.  The  main  positive  factor  is  the  prospect  of  im- 
proved demand  from  the  national  economy,  where  an  expansion 
now  seems  to  be  well  underway. 

Turning  to  monetary  policy,  analyses  of  the  various  regions  of 
the  country  play  an  important  role  in  determining  monetary  policy 
because  they  provide  an  up-to-date,  detailed  supplement  to  pub- 
lished national  statistics.  The  focus  of  monetary  policy  is  on  the  na- 
tional economy  as  a  whole,  since  the  tools  of  policy  affect  the  econ- 
omy broadly,  through  the  overall  level  of  interest  rates  and  the 
availability  of  credit.  While  policy  affects  each  region,  it  is  not  an 
effective  vehicle  to  direct  credit  to  particular  regions  or  industries. 

Our  goal  is  to  promote  the  maximum  standard  of  living  attain- 
able for  our  citizens  over  the  long  run.  In  recent  years,  this  has 
meant  mitigating  the  size  of  the  cyclical  downswing  through  reduc- 
tions in  interest  rates.  In  the  long  run,  the  most  significant  con- 
tribution we  can  make  to  economic  growth  is  to  provide  a  low  infla- 
tion environment,  and  we  also  have  made  progress  in  that  area. 

We  have  faced  a  number  of  challenges  recently,  not  the  least  of 
which  has  been  the  deterioration  in  the  relationship  between  the 
monetary  aggregates  and  spending  on  goods  and  services. 

Last  year,  both  M2  and  M3  grew  sluggishly  at  the  same  time 
that  the  pace  of  economic  activity  picked  up.  Thus,  we  had  to  look 
beyond  the  aggregates  to  a  broad  range  of  economic  and  financial 
indicators. 

In  conclusion,  our  main  challenge  has  been  to  find  a  balance  in 
policy,  allowing  short-term  interest  rates  to  fall  enough  to  promote 
economic  expansion,  but  not  so  much  as  to  risk  higher  inflation  in 
the  future.  Developments  in  1992  and  thus  far  this  year,  suggest 
that  our  efforts  are  paying  off.  The  U.S.  economy  established  a  sus- 
tained, moderate  expansion,  while  the  unemployment  rate  peaked 
in  mid-year  and  has  been  on  a  downward  path  since  then. 
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Importantly,  price  developments  also  were  favorable.  I  expect 
these  patterns  to  continue  this  year  and  beyond,  with  moderate 
growth  in  real  GNP,  accompanied  by  gradual  declines  in  unemploy- 
ment and  inflation. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  for  your  comments.  We'll  start  now 
into  the  question  period. 

This  is  a  very  important  hearing  and  I  think  what  vou  all  have 
had  to  say  today  and  its  variations  and  emphasis,  I  think  help  il- 
lustrate that. 

I'm  very  much  of  the  view  that  the  country  is  asking  for  more 
accountability  from  everyone  that's  involved  in  public-  policy. 
They're  asking  that  of  the  President,  those  of  us  in  the  Senate.  I 
think  in  the  area  of  monetary  policy,  the  Federal  Reserve,  your 
own  roles,  although  your  roles  are  somewhat  mixed  in  the  sense  of 
how  you're  selected.  I  mean,  you're  not  subject  to  direct  election,  as 
such,  nor  are  you  subject  to  Senate  confirmation.  But  you're  never- 
theless significant  players  in  public  policy. 

I  think,  as  I  watch  what's  been  happening  in  the  country, 
watched  the  last  election,  an  incumbent  president  removed  from  of- 
fice, the  Ross  Perot  phenomenon,  and  the  engagement  of  the  people 
in  terms  of  what's  happening  to  them,  whats  happening  to  our 
country,  and  trying  to  understand  it,  trying  to  understand  who 
makes  the  decisions  and  how  we  really  sort  of  get  a  kind  of  public 
accountability  that  is  more  direct  and  has  a  better  feeling  and  tone 
to  it  than  I  think  we've  had  in  the  past. 

We've  been  doing  that  here  legislatively  with  respect  to  problems 
in  the  banking  system,  problems  in  the  savings  and  loan  system, 
in  the  area  of  the  Government-sponsored  enterprises,  Fannie  Mae, 
Freddie  Mac.  We've  done  it  with  respect  to  the  laws  in  the  area  of 
discrimination,  which  is  a  real  problem  in  lending.  It's  a  real  prob- 
lem in  all  of  your  respective  regions. 

We  haven't  done  enough  about  it,  frankly.  I  want  to  talk  a  little 
bit  about  that  with  you  today  because  I  think  more  needs  to  be 
done.  We  need  more  leadership  from  each  of  you  in  that  area. 

But  I  think  the  issue  of  accountability  is  now  very  real  and 
therefore,  it  is  important  that  we  have  opportunities  like  this  and 
new  ways  of  really  making  sure  that  we're  fitting  our  public  poli- 
cies together  in  a  way  that  work  and  that  the  public  can  have  con- 
fidence in. 

Now,  we're  about  to  undergo,  I  think,  a  significant  policy  change, 
and  I  think  the  financial  markets  in  part  are  reflecting  that.  And 
that  is,  and  Chairman  Greenspan,  when  he  was  here  the  other  day, 
commenting  on  the  President's  program,  indicated,  in  his  view,  and 
I'd  just  take  his  words,  that  he  thought  the  package  that  President 
Clinton  presented  was  serious,  plausible,  detailed,  and  I  think  the 
country,  by  and  large,  sees  it  that  way.  I  think  that's  had  a  very 
significant  impact,  maybe  the  most  important  impact  in  terms  of 
why  long-term  interest  rates  have  dropped  as  sharply  as  they  have 
in  a  relatively  short  space  of  time. 

In  other  words,  if  that  was  going  to  happen,  it  could  have  hap- 
pened 6  months  earlier,  but  it  didn't.  And  I  tie  it  very  much  to  the 
fact  that  I  think  the  country  sees  that  we're  trying  to  move  in  a 
different  direction,  and  that  in  fact  is  happening.  There  is  a  budget 
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plan  on  the  table  today.  It  proposes  to  bring  down  the  Federal  defi- 
cit, which  we  all  recognize  needs  to  be  done,  and  also  make  some 
investments  in  our  economy  and  our  job  future.  And  while  people 
can  debate  that,  that's  the  thrust  of  the  plan. 

While  we're  adjusting  monetary — I  should  say,  while  we're  ad- 
justing fiscal  policy,  I  think  there's  also  a  need  to  make  sure  that 
all  the  other  policies  sort  of  fit  into  it.  If  we're  going  to  adjust  fiscal 
policy,  we're  going  to  have  to  take  some  account  of  that  in  how 
monetary  policy  is  put  together.  Because  they  can't  be  at  odds  with 
one  another.  They  shouldn't  work  in  a  way  that  one  stymies  the 
other  going  in  either  direction. 

We  ought  to  be  smart  enough  in  this  country  to  harmonize  these 
policies  when  there's  so  much  at  stake,  particularly  because  there's 
a  large  degree  of  public  disillusionment  about  the  economic  future 
and  we've  got  very  serious  underlying  problems. 

One  of  them  is  reflected  in  a  chart  here.  I'll  just  ask  Senator  Sar- 
banes  to  hold  that  side  of  it.  This  is  a  chart  that  I  think  most  of 
you  have  seen,  that  shows  what  has  happened  in  this  long-running 
recession  in  terms  of  the  difficulty  we're  having  getting  job  recov- 
ery, versus  what  our  experience  has  been  in  the  seven  previous  re- 
cessions since  the  war. 

The  green  line  here  shows  what  we  have  seen  in  the  other  reces- 
sion recovery  cycles  in  terms  of  jobs  coming  back  after  the  trough 
of  the  recession.  But  what  we  see  here  with  the  red  line  in  this  in- 
stance is  that  we've  sort  of  come  down,  hit  the  bottom,  and  sort  of 
more  or  less  stayed  there. 

So  instead  of  getting  the  kind  of  U-shaped  curve  we  were  famil- 
iar with,  we've  gotten  more  of  an  L-shaped  curve.  We  got  a  little 
uptick  last  month,  but  a  lot  of  those  jobs,  as  you  know,  are  part- 
time  jobs. 

In  my  State  of  Michigan,  the  data  is  that  the  jobs  we  added  in 
Michigan  last  month,  89  percent  were  part-time  jobs.  And  the  Bu- 
reau of  Labor  Statistics  counts  a  job  as  a  job  if  you  work  as  little 
as  one  hour  a  week.  And  so,  it's  not  exactly  clear  how  much  that 
really  means.  Let's  hope  it  means  the  beginning  of  an  upturn.  But 
we've  got  a  long  way  to  go  from  where  we  are,  even  with  that  hope- 
ful one-month  increment,  to  where  we  would  be  if  we  were  running 
anything  like  our  past  patterns. 

Now,  Chairman  Greenspan  has  testified  before  Vs  here  recently 
and  he  made  comments  in  Europe  that  I'm  sure  all  of  you  saw,  ex- 
pressing his  belief,  which  some  of  you  have  stated  in  different 
words  today,  that  things  really  have  changed.  They  are  different. 
That  the  economic  system,  the  global  economy  has  worked  in  such 
a  way  that  it's  been  very  difficult  to  sort  it  all  out,  to  figure  out 
how  to  craft  policy  mechanisms  to  try  to  take  and  achieve  these 
multiple  objectives — low  inflation,  high  growth  rates,  high  employ- 
ment, and  so  forth.  And  there's  no  perfect  way  to  do  this  and 
there's  no  one  policy  tool  that  can  do  it  all.  It  would  be  nice  if  there 
were. 

Monetary  policy  has  its  part  to  play.  Fiscal  policy  does.  Private 
sector  decisions.  The  international  economy,  how  it's  working,  and 
so  forth.  I  think  now,  however,  that  we're  beginning  to  make  a 
change,  a  substantial  change,  in  fiscal  policy  here.  And  long-term 
investment  strategy  that  monetary  policy  has  to  fit  with  that. 
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In  other  words,  they  can't,  in  a  sense,  collide  or  offset  one  an- 
other or  we're  not  going  to  make  much  progress.  I  think  they  have 
to  be  mutually  reinforcing  policies.  And  I  think  that  gets  into  the 
issue  of  accountability  because  I  think  it's  even  hard  to  know  if 
that's  the  case  when  we're  talking  about  a  process  where  even  the 
minutes  of  your  meetings  are  not  public. 

And  so,  the  accountability  issue  I  think  is  two-fold — it's  partly 
what's  the  performance,  and  also,  what's  the  ability  of  the  public. 
Those  of  us  involved  in  the  process  to  understand  what  each  other 
is  doing  so  that  we  can  sort  of  think  together  and  have  some  kind 
of  a  collaborative  view  of  things. 

I  think  it's  very  important  that  we  orchestrate  our  policies  intel- 
ligently, and  that's  fully  recognizing  there's  a  certain  amount  of 
tension  and  there's  a  certain  amount  of  independence  that's  built 
into  the  process  and  I  think  that's  all  to  the  good  because  that's 
part  of  how  we  sort  of  sort  out  our  national  direction. 

But  I  think  we  need  some  teamwork  here  and  I  think  the  coun- 
try wants  it.  It  has  nothing  to  do  to  which  party  holds  the  White 
House  or  controls  the  Senate.  I  think  the  country  is  making  state- 
ments a  lot  bigger  than  partisan  politics. 

So  I'm  very  much  of  the  hope  that  we  can  do  more  of  that  as  we 
go  down  the  road  here.  And  I'm  going  to  ask  you  to  come  back 
again,  not  on  such  short  notice  as  I  did  this  time,  and  I  appreciate 
the  fact  that  everyone  with  busy  schedules  made  the  accommoda- 
tion to  be  here.  The  committee  appreciates  that  very  much.  But  I 
will  set  a  time  about  6  months  from  now  so  that  there  will  be  plen- 
ty of  lead  time  that  everybody  can  count  on  it  so  that  we  can  meet 
again,  just  to  talk  about  now  things  are  going. 

California  is  a  big  part  of  the  national  economy  and  if  California 
continues  to  struggle  as  much  as  you  say  they  are  right  now,  that's 
going  to  have  an  impact  in  its  own  way  that  spreads  across  this 
country  and  will  be  a  matter  of  concern. 

Also,  I  think  we  need  to  understand  whether  or  not  our  policies 
are  working,  whether  the  feel  that  you  get  down  in  your  respective 
districts  really  conforms  to  sort  of  the  general  wash  of  information 
that  we're  getting  up  at  the  top  in  terms  of  national  summaries. 

I  think  it's  very  important  that  we  know  where  we  are  here.  It's 
interesting.  Of  the  12  districts  represented  here,  Senator  Shelby 
and  Senator  Mack  and  Senator  Faircloth  and  Sarbanes  and  I,  of 
the  members  of  this  committee,  we  have  members  on  this  commit- 
tee from  11  of  your  12  districts.  Only  the  Cleveland  district  does 
not  have  a  Senator  serving  from  your  district  on  this  committee. 

So  we  want  to  participate  with  you.  We're  trying  to  craft  policies 
as  well  with  respect  to  our  oversight  of  monetary  policy,  the  deci- 
sions that  may  have  to  be  made  with  respect  to  adjustments  in  any 
of  the  banking  laws,  and  we  want  to  make  sure  that  we're  really 
thinking  together  and  that  we're  not  missing  one  another  either  be- 
cause we  don't  know  each  other  or  because  we  don't  talk  to  one  an- 
other, or  because  there  is  an  insufficient  degree  of  connection  in  the 
kind  of  public  accountability  sense  that  I'm  talking  about. 

I  mean  it  in  the  most  constructive  way,  but  I  think  it  has  to  hap- 
pen. I  think  if  we  end  up  going  off  in  different  directions  here, 
we're  not  going  to  have  a  very  happy  economic  future  with  the 
problems  that  we  have  and  the  public  is  going  to  not  stand  for  it. 
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You  have  public  responsibilities,  very  direct  and  very  important 
public  responsibilities.  I'm  not  sure  in  my  own  mind  that  we 
shouldn't  have  even  more  of  a  direct  measure  of  public  accountabil- 
ity than  just  an  occasional  hearing  of  this  kind  or  the  normal  work 
process  in  which  you  participate,  whether  or  not  there  ought  to  be 
formal  Senate  appointments,  Senate  confirmation  so  that  we  have 
some  chance  to  exchange  views  on  the  front  end  when  you  go  into 
these  jobs — maybe  the  minutes  ought  to  be  made  public. 

I  think  you  need  to  think  with  us  because  I  don't  think  the  public 
is  interested  in  having  you  off  to  the  side  in  sort  of  a  closed  room 
somewhere  that's  sort  of  sealed  off.  I  think  the  public,  because  your 
decisions  affect  the  public,  the  public  wants,  more  of  a  sense  of  di- 
rect connection  and  feel.  I'd  like  to  help  see  how  we  can  accomplish 
that  by  thinking  and  talking  together  because  it's  in  your  own  in- 
terest to  have  that,  as  well  as  in  the  national  interest. 

So  I  put  that  out.  I've  used  up  my  time  now.  I'm  going  to  go  to 
my  colleagues  down  the  table  here  and  then  we  can  draw  these 
things  out  as  we  go. 

Senator  Mack,  you're  first  in  line  on  your  side. 

Senator  Mack.  Thank  you,  Mr.  Chairman. 

I  guess  I  do  have  to  respond  to  some  of  the  things  that  you've 
said  in  the  sense  that — first  of  all,  let  me  say  where  we  might  be 
in  agreement.  And  that  is,  I  see  nothing  wrong,  in  fact,  I  would  en- 
courage the  publication  of  the  minutes  of  the  Federal  Reserve 
Board  meetings.  I  think  that  would  be  very  helpful. 

But  I  think  it  would  be  dangerous  to  get  into  a  situation  where 
we  attempt  to  try  to  politely  jawbone  the  Federal  Reserve  or  the 
bank  presidents  into  the  kind  of  monetary  policy  that  we  believe 
will  coordinate  with  the  fiscal  policy  of  the  administration.  Or  any 
administration,  for  that  matter.  My  concern,  and  the  point  that  I 
was  getting  at  in  my  opening  comments,  is  that  I  see  the  adminis- 
tration, from  my  perspective,  following  contractionary  fiscal  policy 
with  the  sense  of  tax  increases. 

I  believe  that  the  tax  increases  will  slow  down  production  and 
slow  down  jobs.  And  if  the  coordinating,  the  meshing  together  of 
fiscal  policy  and  monetary  policy  means  that  you  folks  should  allow 
for  an  easing  or  continuing  to  ease  longer  than  what  you  would 
normally  do,  I  think  raises  the  whole  issue  about  stagflation,  a 
combination  of  low  growth  and  high  inflationary  rates. 

I  think  that  would  be  a  disaster  for  the  country.  In  fact,  I  re- 
member listening  to  my  constituents  in  the  early  1980's,  who  told 
me,  after  spending  their  entire  lives  working  and  setting  aside 
their  earnings  and  savings  for  the  future,  saw  25  percent  of  it  dis- 
appear in  2  years  because  of  inflation. 

So  we  share  one  area,  I  think,  of  common  interest,  and  that  is 
the  release  of  the  minutes.  But  it  is  extremely  dangerous  to  get 
into  a  situation  where  there  is  an  attempt  or  even  an  implied  at- 
tempt to  put  pressure  on  monetary  policy  through  jawboning  or,  for 
that  matter,  requiring  that  the  members  of  the  Federal  Reserve 
Board,  and  the  bank  presidents,  rather,  be  confirmed  by  the  Sen- 
ate. 

In  the  time  that  is  remaining  to  me,  the  first  area  that  I  would 
want  to  pursue  is  with  Mr.  Syron. 
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There  was  an  article  that  appeared  about  a  year  ago — in  fact,  al- 
most a  year  ago  to  date,  with  some  of  the  work  that  you  had  done 
with  Marty  Feldstein.  I  want  to  just  take  a  look  at  the  article 
again.  It  said: 

According  to  the  analysis  done  at  the  Federal  Reserve  Bank  of  Boston,  the  domes- 
tically imposed  leverage  capital  standard  limits  the  lending  of  four  of  the  five  top 
New  England  banks  and  half  of  all  New  England  banks  with  assets  of  more  than 
$1  billion. 

This  is  getting  back  to  the  credit  crunch  issue.  I  wanted  to  get 
a  sense  from  you  as  to  whether  you  still  feel,  or  did  at  that  time, 
believe  that  the  leveraged  capital  standard  was,  in  essence,  keeping 
banks  from  making  more  loans? 

Mr.  Syron.  Senator,  let  me  answer  the  question  sort  of  in  two 
parts. 

First  with  respect  to  capital  measured  by  the  leverage  ratio  or 
by  all  measures,  for  that  matter,  there  has  been  a  very,  very  sub- 
stantial improvement  in  New  England.  So  any  constraint  that  was 
there  would  have  diminished  over  time. 

Second,  with  respect  to  the  substance  of  the  question,  I  person- 
ally am  a  strong  supporter  of  the  international  capital  ratios  that 
were  put  in  the  risk-based  measures  for  all  kinds  of  reasons:  inter- 
national competitiveness,  et  cetera.  My  own  hope  would  be  that,  as 
interest  rate  risk  and  other  measures  are  developed  to  make  inter- 
national strictures  more  sophisticated,  which  has  happened,  we 
would  need  a  smaller  number  of  ratios. 

And  in  that  regard,  I  would  hope  personally  that  the  leverage 
ratio  could  become  less  important  and  phased  out  over  time.  I 
think  there's  some  sort  of  general  sympathy  with  that  view  as  we 
get  better  measures  of  interest  rate  risk. 

The  New  England  situation,  for  reasons  that  were  talked  about 
earlier,  has  been  rather  polar  with  respect  to  the  credit  crunch 
issue.  But  it  was  true  that  the  statistics  show  that  the  leverage 
ratio  was  more  binding  than  the  internationally  determined  capital 
ratios  in  New  England.  But  I  think  we're  making  progress,  both  in 
changing  the  system  and  in  terms  of  meeting  the  system  that's  cur- 
rently in  place. 

Senator  Mack.  Following  up  again  on  the  credit  crunch  issue  be- 
cause the  Chairman  is  right.  We've  had  members  of  both  sides  of 
the  aisle,  from  all  different  parts  of  the  country,  for  a  long  time 
now  talking  about  responding  to  our  constituents'  comments  with 
respect  to  credit  availability.  And  as  you  all  know,  there's  been 
some  debate  about  why  that  in  fact  is  taking  place.  I  touched  on 
the  capital  standards.  The  bond  rates  were  talked  about  a  little  bit 
earlier. 

In  listening  to  your  responses  earlier  to  the  credit  crunch  ques- 
tion, I  got  the  impression  from  your  statements,  and  I  want  to 
make  sure  that  I'm  right  about  this,  that  you're  saying  that  banks 
are  responding  more  to  the  economic  conditions  and  their  own  cap- 
ital problems,  if  you  will,  and  therefore,  not  being  in  a  position  to 
reach  out  to  make  loans,  as  opposed  to,  you  might  say  on  the  other 
side  of  the  ledger,  regulatory  problems,  the  cost  related  to  those 
problems,  the  fear  of  directors  with  respect  to  approving  a  loan,  the 
pressure  on  loan  officers  to  be  extra  cautious  with  the  kind  of  lend- 
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ing  that  they  may  be  involved  in.  I  want  to  make  sure  that  I  got 
that  message  right.  Is  that  a  fair  analysis  or  did  somebody 

Mr.  Corrigan.  Let  me  just  say  a  word  about  that,  Senator,  if  I 
may.  It's  a  very  complicated  question  because  you're  trying  almost 
to  unscramble  eggs.  But  there  are  shadings  of  opinion.  I'd  just 
make  three  points. 

First,  in  the  context  of  the  credit  crunch,  whatever  that  may  be, 
and  I'll  address  that  issue  in  a  minute,  I  think  we  have  to  keep 
in  mind  some  of  the  forces  that  lie  behind  the  chart  that  Senator 
Riegle  and  Senator  Sarbanes  had  up  there  a  moment  ago.  Fun- 
damentally, all  of  those  problems  have  their  roots  in  the  credit-in- 
duced, asset-priced  bubbles  that  occurred  in  the  mid-  to  late-1980's, 
not  just  in  this  country,  but  in  many  other  countries. 

You  have  to  start  your  analysis  by  recognizing  the  role  that  all 
of  that  stuff  has  in  creating  the  problem.  Part  of  what  I'm  saying 
is  that  once  those  conditions  were  there,  some  of  what  we've  seen 
was  inevitable  and  indeed,  desirable. 

Then  you  get  to  the  question  of,  well,  how  do  you  slice  it  up?  And 
one  easy  way  to  try  and  answer  the  question,  although  it  doesn't 
work  as  well,  is  to  ask  how  much  of  this  credit  crunch  phenomenon 
was  the  perfectly  cyclical  phenomenon  that  we've  seen  in  any  num- 
ber of  other  cycles  with  regard  to  slowdowns  in  lending?  Not  just 
in  banks,  but  in  all  kinds  of  financial  situations. 

Second,  how  much  of  it  was  demand-induced;  that  is,  businesses, 
households  saying  to  themselves,  I've  got  enough  of  this  stuff,  i.e., 
debt.  I've  got  to  get  my  own  house  in  order. 

And  then,  third,  how  much  of  it  was  unambiguously  supply-in- 
duced— banks  or  other  institutions  saying,  I  can't  or  I  won't  lend, 
for  whatever  set  of  reasons — my  capital  is  too  low,  the  examiners 
are  beating  me  up,  my  directors  are  beating  me  up.  And  it's  very 
hard. 

Senator  Mack.  Let  me  throw  one  more  additional  question  in 
there,  then. 

Mr.  Corrigan.  Sure. 

Senator  Mack.  I  heard  a  number  of  you  say  that  it  is  the  natural 
instinct  of  the  banker  to  lend.  That's  what  most  of  us  were  trained 
to  do  when  we  started  into  this  thing.  But  also,  one  of  the  very 
strong  messages  to  a  banker  is  profits.  And  during  this  past  year, 
it  was  fairly  profitable  to  invest  in  bonds,  as  opposed  to  lending. 
And  so,  put  that  into  the  mix  for  me,  if  you  will. 

Mr.  Corrigan.  Sure.  There's  no  precise  answer,  unfortunately,  as 
to  what  fraction  of  this  phenomenon  is  due  to  all  those  various 
things. 

My  own  belief,  bordering  on  conviction,  is  that,  whatever  else  you 
can  say,  it  was  more  demand  than  supply.  Now  to  put  that  into  the 
context  of  your  comment  and  the  Senator's  earlier  comment,  for  ex- 
ample, about  bank  profits  and  holdings  of  Government  securities 
and  so  on,  you  heard  several  things  on  that. 

One  thing  I  just  would  emphasize,  in  terms  of  the  recorded  prof- 
its of  banks  in  the  year  1992,  and  especially  I  know  this  to  be  a 
fact  for  very  large  banks,  the  improvements  that  they  have  made 
in  their  cost  containment,  operating  cost  reductions,  and  the  im- 
provements that  were  feeding  through  in  terms  of  spreads  from  the 
combination  of  cost  reduction  and  reduced  credit  loss  costs,  I  think 
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are  at  least  as  important  and  probably  more  important  in  terms  of 
the  profitability  number  you  referred  to  earlier,  than  is  the  yield 
spread  phenomenon,  the  yield  curve  thing  of  itself. 

So,  again,  I  don't  want  to  obviously  attempt  to  speak  for  others, 
but  this  is  a  very  complicated  question.  There  are  those  supply  side 
factors.  And  I  gather  from  what  has  been  said  that  some  of  those 
will  be  addressed,  I  guess,  by  President  Clinton  this  afternoon. 

Senator  Sarbanes.  [Presiding.]  We're  going  to  go  to  Senator 
Shelby.  But  if  there  are  others  who  have  a  response  they'd  like  to 
give  to  Senator  Mack's  question  briefly,  why,  we'd  certainly  enter- 
tain any  other  member  of  the  panel. 

Yes,  Mr.  Forrestal? 

Mr.  Forrestal.  I  would,  Senator  Mack,  agree  with  what  Jerry 
Corrigan  has  just  said.  I  would  just  add,  in  response  to  vour  fur- 
ther question,  that,  again,  from  talking  to  people  around  Florida, 
Georgia,  and  so  on,  bankers,  they  really  want  to  be  in  the  lending 
business.  That's  ttieir  franchise.  That's  what  they're  trained  to  do. 

They  don't  want  to  be  necessarily  in  the  Treasury  securities  busi- 
ness. And  as  demand  picks  up,  as  the  economy  picks  up,  and  I 
think  it  will  be  sustained,  bankers  are  going  to  be  getting  back  into 
the  lending  business  in  the  sixth  district.  There's  no  question  about 
that.  Treasury  investment  will  be  residual. 

To  the  extent  that  demand  does  not  pick  up,  they're  going  to 
have  to  find  sources  for  those  funds,  and  that's  the  vehicle  that 
they'll  choose.  As  demand  picks  up,  they  will  also  become  more  ag- 
gressive in  bidding  for  deposits.  It  will  put  them  in  a  better  posi- 
tion to  lend.  So  I  think  there  are  problems  still,  but  I  think  it's  get- 
ting better. 

Senator  Sarbanes.  Senator  Shelby? 

Senator  Shelby.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  I  appreciate  the  leadership  of  Senator  Riegle  in 
bringing  in  all  of  the  group  here  today,  the  Federal  Reserve  district 
presidents.  I  know  it  hasn't  happenea  since  1976. 

What  I'd  like  to  see  is  not  just  Chairman  Greenspan  before  the 
Banking  Committee,  but  the  other  members  of  the  Board  of  Gov- 
ernors. They  come  before  the  Banking  Committee  for  confirmation 
and  generally,  we  don't  hear  from  them  again.  We  see  them  so- 
cially. We'll  see  them  at  a  reception  here  and  there.  But  we  don't 
hear  from  them,  and  their  views  are  important,  too. 

We  know  that  the  chairman  of  the  Board  of  Governors  of  the 
Federal  Reserve  speaks  for  the  Federal  Reserve.  Just  like  you're 
here  today. 

I'll  commend  you  for  the  job  that  you're  doing.  I'm  certainly  not 
here  to  beat  up  on  you  today.  I  think  an  independent  Fed,  from  the 
top  to  the  bottom,  is  very  important  to  the  country.  It  has  served 
this  Nation  well. 

I  don't  believe  in  any  sense  of  imagination  that  you  should  do  po- 
litical accommodation.  You  should  do  what's  best  for  this  country 
economically,  and  we'll  have  to  deal  with  the  political  accommoda- 
tion to  come  out  of  Congress. 

I  know  there  are  some  people  in  Congress  who  don't  feel  that 
way.  The  Fed  was  created  for  a  reason,  and  you  have,  I  think, 
strengthened  that  reason.  And  I  have  to  believe  overall  that  you  do 
a  good  job. 
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Having  said  that,  since  some  of  us  are  going  to  be  going  down 
to  the  White  House  to  meet  with  the  President  later  this  afternoon 
dealing  with  deregulation,  some  of  the  regulations,  what  can  they 
do  and  so  forth.  I,  along  with  Senator  D  Amato,  have  introduced 
some  legislation  to  try  to  deal  with  it  statutorily. 

I  believe  that  you  can't  do  all  that  we  need  to  do  about  regula- 
tions to  ease  the  way  to  do  business,  but  to  keep  banks  strong, 
keep  them  healthy,  to  make  sure  that  they  have  proper  internal 
controls  just  by  regulation. 

But  I  will  say  here  today,  as  I'll  say  later  this  afternoon,  that 
this  is  a  big  step  and  I  commend  the  President  and  his  advisers 
for  taking  tnis  first  step  because  I  know  there  has  been  a  credit 
crunch,  maybe  more  so  in  other  regions  than  in  mine,  in  my  area 
of  the  Southeast  that  Bob  Forrestal  is  from. 

But  I  know  it's  there  and  I  know  bankers  are  scared  to  death  to 
make  a  loan,  especially  a  real  estate  loan.  And  I  know  a  lot  of  those 
loans  are  not  nonperforming  loans.  So  this  bothers  me. 

I  believe  we  need  two  things  in  banking,  among  others.  Strong 
capital  and  strong  capital  and  strong  capital.  I've  heard  people  say, 
we  have  excess  capital. 

I  don't  know  of  any  bank  that's  gone  under  that's  had  strong  cap- 
ital. I  don't  know  of  anything  that's  made  a  run  on  the  FDIC  fund 
where  they've  had  strong  capital.  But  I  do  know,  and  you  do,  too, 
that  a  lot  of  our  biggest  banks  are  under  assault  right  now  because 
of  their  capital  problems.  We  know  what  caused  it,  but  there's  no 
easy  answer. 

I  m  going  to  propose  a  question  over  to  Bob  Forrestal.  What  are 
the  capital  ratios  basic  to  the  Southeast?  Do  they  vary  a  great  deal 
from  State  to  State,  from  Florida  to  Georgia,  Alabama,  Louisiana, 
Tennessee,  or  what? 

Mr.  Forrestal.  Senator,  there  is  some  variation,  but  the  vari- 
ation is  minimal  and  I'm  happy  to  say  that,  for  the  most  part,  gen- 
erally, the  banks  in  our  district  have  nigh  capital  ratios.  They  have 
met  the  international  requirements.  And  so,  with  respect  to  capital, 
I  think  we're  in  good  shape. 

There  is  the  exception  obviously  here  and  there,  but,  for  the  most 
part,  in  terms  of  capital,  we're  in  good  shape.  And  I  might  add 
that,  with  respect  to  other  ratios,  we're  in  good  shape  as  well.  If 
you  look  at  the  broad  range,  the  return  on  investment,  return  on 
assets,  earnings,  all  of  these  things  look  very  good  as  compared  to 
the  rest  of  the  country. 

Senator  Shelby.  What  about  my  State  of  Alabama? 

Mr.  Forrestal.  Very  good,  indeed.  The  banks  in  Alabama  have 
done  very  well. 

Senator  Shelby.  And  very  strong? 

Mr.  Forrestal.  Yes,  sir. 

Senator  Shelby.  Are  some  of  their  capital  ratios  stronger  than 
some  of  their  neighbors'? 

Mr.  Forrestal.  Yes,  they  are. 

Senator  Shelby.  A  little  more  conservative? 

Mr.  Forrestal.  Not  by  a  great  deal,  but  they  are  better.  And  I 
think  one  of  the  reasons  you  find  that  this  is 

Senator  Shelby.  So  the  strength  of  the  banks  in  the  Southeast 
and  in  my  State  of  Alabama  is  not  the  problem. 
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Mr.  Forrestal.  It  is  not  the  problem,  that's  right.  I  think  you'll 

find 

Senator  Shelby.  What  is  the  problem? 

Mr.  Forrestal.  You'll  find  in  Alabama  that  the  banks  have  been 
very,  very  conservative  and  that's  why  there's  not  been  very  many 
problems  with  the  banks  there.  To  the  extent  that  we  have  a  prob- 
lem with  the  credit  crunch? 

Senator  Shelby.  Right. 

Mr.  Forrestal.  As  I  tried  to  say  earlier,  I  think  that  2  or  3  years 
ago,  the  situation  was  somewhat  different,  that  banks  were  not  in 
as  good  a  condition  as  we  felt  as  a  result  of  the  recession.  They 
were  unable,  because  of  trying  to  provide  for  loan  losses  and  their 
portfolios,  trying  to  deal  with  the  excess  of  real  estate  investment 
in  their  portfolios,  trying  to  increase  their  capital,  which  at  that 
time  was  lower,  they  had  to  modify  their  situation.  They  were  not 
in  a  position  to  lend  as  aggressively  as  they  had  in  the  past. 

Again,  I  don't  think  the  credit  crunch  was  as  bad  in  the  South- 
east as  in  other  parts  of  the  country  because,  relatively,  to  the  rest 
of  the  country,  the  banks  in  the  Southeast  were  somewhat  better. 
But  they  had  had  a  depreciation  of  their  capital  2  or  3  years  ago 
after  the  recession. 

That  has  been  redressed  and  I  think  now  the  banks  are  in  a  posi- 
tion to  lend.  They're  looking  for  good  credit  borrowers  at  the  mo- 
ment. They're  trying  to  find  them.  And  as  the  economy  improves, 
I  think  demand  is  going  to  increase  and  you're  going  to  see  more 
lending  in  the  district. 

Senator  Shelby.  To  any  of  you  on  the  panel,  what  about  some 
of  the  proposed  regulations?  I  haven't  seen  them  in  detail.  I've  seen 
some  of  the  parameters.  How  important  are  they  and  how  far  will 
they  go  to  relieving  some  of  the  regulation  nightmare  that  we  hear 
about  day  to  day? 

Mr.  Melzer?  Go  ahead.  You  looked  like  you  were  going  to  com- 
ment. 

Mr.  Melzer.  No,  I'm  sorry,  I  wasn't.  I  haven't  seen  them,  either, 
Senator.  So  I  think  it  would  be  inappropriate  to  comment  at  this 
stage. 

Mr.  Syron.  Senator? 

Senator  Shelby.  Yes,  sir. 

Mr.  Syron.  I  haven't  seen  the  proposals  either,  but  I  understand 
their  general  thrust  is  in  the  direction  of  decreasing  banks'  costs 
of  making  loans. 

On  the  supply  side,  there  have  been  factors  that  have  increased 
the  cost  of  making  a  business  loan.  We've  done  some  work  with  a 
number  of  banks  to  try  to  figure  this  out.  And  the  long  and  the 
short  of  it  is,  a  small  business  lender  can  probably  make  about  a 
third  fewer  loans  than  they  used  to,  because  of  difficulties  in  man- 
aging the  caseload.  So  anything  that's  done  that  reduces  the  fixed 
costs  that  changes  the  profitability,  as  someone  said,  of  making  a 
$100,000  loan,  as  compared  to  a  $1V2  million  loan,  will  help. 

Senator  Shelby.  Maybe  we'll  get  you  back  up  here  after  all  these 
regs  are  published,  as  we  know  what's  going  on. 

Yes,  sir? 

Mr.  Broaddus.  I  haven't  seen  the  proposal  in  great  detail,  only 
what's  been  in  the  newspapers.  I  would  say  the  provision  having 
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to  do  with  allowing  well-capitalized  banks  to  make  character  loans 
more  easily  strikes  me  as  a  very  constructive  provision,  if  that's  the 
part  of  it  as  I  understand  it. 

Senator  Shelby.  This  Senator,  too. 

Senator  Sarbanes.  Thank  you  very  much. 

I  might  say  we've  just  received  a  joint  release  from  the  Office  of 
the  Comptroller  of  the  Currency,  the  FDIC,  the  Federal  Reserve 
Board,  and  the  Office  of  Thrift  Supervision,  just  addressing  the 
very  point  that  you  made,  Mr.  Broaddus. 

Interagency  policy  statement  on  credit  availability,  March  10, 
1993.  And  then  it  says  that  the  four  Federal  regulators  of  banks 
and  thrifts  today  announced  a  program  directed  at  dealing  with 
problems  of  credit  availability,  especially  for  small-  and  medium- 
sized  businesses.  It's  about  six  pages  in  length.  Let's  see  if  we  can 
get  copies  for  each  of  you  before  the  hearing  finishes.  I'm  sure  you'd 
like  to  have  them. 

Senator  Faircloth? 

Senator  Faircloth.  Mr.  Chairman,  thank  you. 

I  want  to  especially  thank  you  all  for  taking  the  time  and  travel- 
ling across  the  country  to  be  here  today.  It's  an  honor  for  us  and 
it  means  a  lot  to  the  Banking  Committee. 

We've  heard  a  number  of  statements  here  today  of  what  the  pub- 
lic interest  was  and  the  public  concern.  I  think  one  of  the  principal 
things  is  that  Congress  is  concerned  with  getting  more  control  over 
the  Federal  Reserve.  That's  one  of  the  things  that  are  of  concern. 

As  I  understand  it,  the  Federal  Reserve  is  primarily  respon- 
sible— one  of  its  chief  responsibilities  is  controlling  inflation.  Well, 
that  being  the  case,  inflation  is  under  control. 

The  Congress  is  looking  for  a  scapegoat  for  economic  policies,  and 
it  wants  a  quick  fix  on  the  excitement  plan,  something  done  imme- 
diately to  turn  it  around  immediately.  If  there's  a  credit  crunch, 
the  Congress  wrote  the  bank  regulations  that  caused  it. 

There  s  a  deficit  and  this  Congress  has  to  take  direct  responsibil- 
ity for  it  because  they  were  written  here,  the  laws  that  created  it. 
People  have  lost  jobs.  This  Congress  raised  taxes,  increased  Gov- 
ernment burden  on  business,  which  caused  jobs  to  be  lost.  As  far 
as  I'm  concerned,  the  Congress  needs  to  get  its  own  act  together 
before  we  attempt  to  assume  further  responsibilities  in  the  banking 
community. 

I  have  a  question.  A  Dr.  Larry  Sumner,  a  Harvard  economist 
who  is  now  with  the  Clinton  administration,  has  done  a  number  of 
studies  that  show  that  countries  with  independent  central  banks, 
insulated  from  politics,  have  lower  rates  of  inflation  than  econo- 
mies in  countries  where  the  political  or  central  banks  are  under  the 
control  of  politicians.  Do  you  all  know  of  any  study  or  any  personal 
knowledge  to  support  this?  In  other  words,  where  there's  an  inde- 
pendent central  bank,  that  the  rate  of  inflation  has  been  much  bet- 
ter controlled  than  where  it's  been  controlled  by  a  central  govern- 
ment. 

Mr.  Boehne.  Senator,  I  think  there  have  been  several  studies 
and  I  can  give  you  the  exact  citations.  I  think  that  more  impor- 
tantly than  the  studies,  however,  is  the  movement  in  a  number  of 
countries,  particularly  in  Europe,  to  have  central  banks  that  are 
more  independent.  And  I  think  that  the  reason  that  is  the  case  is 
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the  experience  that  they  have  had  themselves  and  the  experience 
that  they've  had  around  the  world,  that  a  central  bank  with  some 
insulation  from  short-run,  partisan  political  pressures  tends  to  de- 
liver the  kinds  of  results  and  makes  those  countries  more  competi- 
tive in  the  world  markets  and  more  stable  at  home. 

Senator  Faircloth.  Thank  you.  Most  of  you  all  are  experienced 
in  the  private  sector.  That's  where  you  came  from,  the  banking. 

Now  the  theory  behind  President  Clinton's  economic  plan,  at 
least  we're  told,  is  that  higher  taxes  will  reduce  the  deficit,  lower 
interest  rates,  and  spark  new  investment.  Higher  taxes  will  do 
this. 

But  from  45  years  in  business,  I've  never  been  encouraged  to  in- 
vest further  or  create  new  jobs,  and  I  see  millions  of  other  small 
business  people  along  the  same  line,  when  we're  proposing  new 
taxes,  up  to  40  percent. 

It  simply  doesn't  make  sense  to  me  that  increased  taxes  are 

foing  to  spur  the  economy.  Is  there  anything  out  there  that  I  don't 
now  in  the  banking  industry  that  would  lead  us  to  believe  that 
increased  taxes  is  going  to  create  jobs  and  spur  economic  growth? 

Mr.  Corrigan.  I  think,  if  I  may,  Senator,  that's  the  kind  of  ques- 
tion where,  generally,  I  think  it's  in  our  collective  interest,  and 
yours,  to  shy  away  from  because  it  has  a  rather  large  potential  po- 
litical content  which  you  just  rightly  pointed  out  we  should  stay 
away  from. 

I  think  the  only  purely  analytical,  purely  analytical  point  that 
can  be  made  is  that,  as  deficits  come  down — I'm  not  getting  into 
the  question  of  how  they  come  down 

Senator  Sarbanes.  How  about  whether  they  come  down? 

Mr.  Corrigan.  All  other  things  being  equal,  reductions  in  deficits 
are  the  equivalent  of  increases  in  private  savings  in  terms  of  their 
economic  effects. 

It's  in  that  context  that  most  of  us,  I  think  all  of  us,  would  gen- 
erally agree  of  the  importance  of  deficit  reduction.  I  don't  think  it's 
in  our  interest,  or  certainly  not  mine,  to  get  into  a  debate  about 
the  tactics. 

Mr.  Boehne.  I  might  just  add  to  that,  Senator,  that  we  talked 
a  lot  about  independence  and  the  advantages  for  countries  to  have 
an  independent  central  bank. 

I  think  the  other  side  of  that  same  coin  is  that  people  who  are 
in  that  independent  central  bank  ought  to  leave  politics  to  those 
who  have  been  elected  to  deal  with  politics.  So  I  think  it's  a  tit- 
for-tat. 

Senator  Faircloth.  Thank  you,  sir.  I  assume  that's  the  role  I've 
been  elected  to. 

[Laughter.] 

I  have  another  question  and  it's  a  general  question.  I've  asked  it 
to  a  number  of  people.  In  fact,  I've  asked  it  to  Chairman  Green- 
span. I  hope  my  answer  and  my  thought  is  wrong.  But  I'd  just  like 
your  opinion. 

We  say  we're  in  a  recession.  Certainly,  we've  had  that  effect.  But 
is  it  possible  that  the  American  people,  by  the  borrowing  of  $4  tril- 
lion, $3V2  trillion  over  the  last  30  years,  whatever,  the  enormous 
deficits  that  we  have  created,  have  led  the  American  people  to  ex- 
pect and  believe  that  we  can  have  a  higher  standard  of  living  than 


50 

the  true  productivity  of  the  country  can  justify  and  continuing  on 
a  long-term  basis? 

Mr.  Syron.  Senator,  I  think  that  several  people  in  their  testi- 
monies referred  to  the  fact  that  one  of  the  most  encouraging  things 
that  we're  seeing  in  the  current  economic  scene  is  an  increase  in 
productivity.  In  fact,  the  recent  figures  have  been  quite  good. 

It's  absolutely  correct  that  the  only  long-term  source  in  any  coun- 
try of  an  increase  in  living  standards  is  through  increased  produc- 
tivity. And  it's  absolutely  true  that  you  can't  borrow  your  way 
individually 

Senator  Faircloth.  That's  right.  I  tried. 

Mr.  Syron.  In  my  own  district,  we  saw  a  very,  very  substantial 
increase  in  personal  debt.  In  the  town  I  live  in,  there  have  been 
a  number  of  houses  lost.  Living  beyond  one's  means  is  not  sustain- 
able over  the  long  run.  So  the  thrust  of  your  question  is  correct. 

Senator  Faircloth.  Yes,  sir. 

Mr.  Keehn.  Senator,  I  think  there  was  an  expectation  that  came 
out  of  the  decade  of  the  1980's,  and  I  won't  spend  much  time  going 
through  all  that,  but  it  was  a  period  of  very,  very  strong  growth 
fueled  to  a  very  considerable  extent  by  the  huge  increase  in  debt. 
And  I  think  that  as  we  went  through  that  period,  people  had  the 
feeling  that  their  standard  of  living  was  rising  and  they  came  to 
expect  this  to  continue. 

But  I  think,  also,  more  recently,  there's  the  realization  that  that 
was  not  based  on  solid  economic  growth,  but,  rather,  unreal  imbal- 
ances that  got  built  into  the  system. 

I  think  the  economy  is  now  coming  down  to  a  more  fundamental, 
sustainable  growth  path  and  that  people  are  realizing  that  that's 
more  consistent  with  what  their  expectations  ought  to  be  over  a  pe- 
riod of  time.  So  the  expectation  issue  that  you  mentioned,  I  think 
came  out  of  the  1980's,  which  was,  as  I  suggest,  a  period  of 
unsustainably  strong  growth. 

Senator  Faircloth.  Do  you  think  that  the  expectations  have 
tended  to  moderate? 

Mr.  Keehn.  I  think  people's  expectations  have  tended  to  mod- 
erate and  certainly,  the  current  environment  adds  considerably  to 
that  moderation. 

Senator  Faircloth.  Thank  you. 

Senator  Sarbanes.  Thank  you  very  much,  Senator  Faircloth. 

Senator  Riegle  had  to  go  to  the  White  House.  So  I  want  to  ex- 
plain to  the  panel  his  departure.  And  he  asked  me  to  express  his 
apology,  but  he  does  have  an  engagement  at  the  White  House,  and 
that  explains  his  absence. 

Gentlemen,  I  think  this  has  been  a  very  interesting  hearing  and 
we  appreciate  having  you  here  with  us.  I'm  pleased  to  hear  the 
Chairman  indicate  that  he  hopes  to  do  more  of  this,  perhaps  not 
exactly  in  this  format  in  the  future.  I  think  it's  important  that 
that's  the  case. 

I  think  it's  helpful  to  actually  see  who  the  presidents  of  the  Fed- 
eral Reserve  banks  are.  This  was,  to  some  extent,  I  think  prompted 
by  your  former  colleague,  Mr.  Hoskins.  He  was  your  predecessor, 
Mr.  Jordan,  if  I'm  not  mistaken,  who  appeared  on  a  panel  with 
Professors  McCracken  and  Samuelson. 


51 

Senator  Riegle  at  one  point  asked,  I  prompted  to  ask  of  him,  he 
says,  well,  you  know,  who  are  you  to  be  making  these  decisions? 
We  know  who  Greenspan  is,  or  Arthur  Burns,  or  Bill  Martin.  They 
go  through  a  confirmation  process.  But  you're  sitting  here  on  this 
Open  Market  Committee. 

I'm  quoting  him  now — "It's  people  like  Mr.  Hoskins,  who,  decent 
as  he  is,  never  sees  the  light  of  day.  Who  knows  Hoskins,  outside 
of  the  Huntington  Bank  and  the  people  in  his  circle  of  friends  and 
family?" 

Mr.  Hoskins  replied,  "My  wife  and  my  cat." 

Now,  at  least  we  want  to  get  you  out  of  that  framework,  so  oth- 
ers than  your  wife  and  your  cat  know  you.  I  think  we're  helping 
to  accomplish  that  purpose  here  today. 

Now  I  want  to  put  a  few  specific  questions,  and  then  I  want  to 
get  into  some  sort  of  broader  issues. 

First  of  all,  I  take  it  that  the  presidents  of  the  regional  Federal 
Reserve  banks,  there  are  5-year  fixed  terms  that  begin  on  March 
1  of  like  1991  or  1996,  and  so  forth.  And  that  if  you  are  appointed 
not  at  the  beginning  of  the  term,  you  serve  out  the  balance  of  the 
term.  The  5-year  term  is  fixed.  Is  that  correct? 

Mr.  McTeer.  Yes. 

Senator  Sarbanes.  OK.  Now  the  Open  Market  Committee  mem- 
bership, which  is,  I  take  it,  for  a  year,  that  begins  March  1.  Is  that 
correct? 

Mr.  Forrestal.  January. 

Senator  Sarbanes.  January  1.  So  the  five  members  that  testified 
here  at  the  beginning  are  in  from  this  January  1  until  next  Janu- 
ary 1.  Is  that  correct? 

Mr.  Parry.  Except  for  New  York. 

Senator  Sarbanes.  Well,  there's  an  election,  though,  every  year 
in  New  York  to  send  that  person,  isn't  there,  so  to  speak? 

Mr.  Corrigan.  That's  correct. 

Senator  Sarbanes.  I  take  it  the  rotation  system,  well,  Cleveland 
and  Chicago  alternate  and  the  rotation  system  elsewhere  amongst 
the  three  is  an  established  system.  It  just  continues.  Is  that  cor- 
rect, so  we  know  who's  going  to  go  on  the  Open  Market  Committee. 

Mr.  Corrigan.  Yes. 

Senator  Sarbanes.  All  right.  Now,  I'm  interested  in  the — I  was 
doing  a  quick  look  here  at  some  biographical  material  that  we 
have.  I  take  it  that  every  Federal  Reserve  district  president  is  a 
child  of  the  Federal  Reserve  System,  with  the  exception  of  Mr. 
Keehn,  who  came  from  Mellon  Bank. 

Mr.  Melzer,  you  came  from  Morgan  Stanley,  I  take  it. 

Mr.  Melzer.  Correct. 

Senator  Sarbanes.  Mr.  Parry,  you're  somewhat  a  child,  but  more 
of  your  experience  was  Security  Pacific  National  Bank.  Is  that  cor- 
rect? 

Mr.  Parry.  That  is  correct. 

Senator  Sarbanes.  Now  the  rest  of  you,  I  take,  are  in  a  sense 
all  children  of  the  Fed,  although  Mr.  Jordan,  you  had  some  other 
experience  of  some  duration,  some  academic  experience,  as  I  recall. 

Now,  am  I  correct  on  that,  that,  in  a  sense,  virtually — not  vir- 
tually all,  but  the  very  large  percentage  of  these  district  presidents 
have  come  up  through  the  Federal  Reserve  system? 
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Mr.  Stern.  Yes,  although  I  worked  outside  the  Federal  Reserve 
for  a  number  of  years  as  well. 

Senator  Sarbanes.  I  had  "mainly"  next  to  your  name.  Yes,  that's 
correct. 

[Laughter.] 

Mr.  Forrestal.  I  would  be  in  the  mainly  category,  although, 
Senator,  I  practiced  law  for  about  4  years  before  joining  the  Fed- 
eral Reserve. 

Senator  Sarbanes.  OK  But  I  think  it's  fair  to  have  a  perception 
of  the  presidents  as  essentially  being  products  of  the  Federal  Re- 
serve System.  Would  anyone  basically  challenge  that  observation? 

Now  let  me  ask  you  this  question.  Has  a  woman  ever  been  a 
president  of  the  Federal  Reserve  district  bank? 

Mr.  Corrigan.  Yes. 

Mr.  Jordan.  President  Karen  Horn  was  Mr.  Hoskins'  predecessor 
at  the  Cleveland  Federal  Reserve  Bank. 

Senator  Sarbanes.  OK.  That's  one.  Anywhere  else?  Was  that  the 
only  one,  in  Cleveland? 

Mr.  Jordan.  That's  correct. 

Senator  Sarbanes.  OK.  So  there's  one  exception. 

Has  a  minority  ever  been  the  president  of  a  Federal  Reserve  dis- 
trict bank? 

Mr.  Corrigan.  No. 

Senator  Sarbanes.  Any  of  your  banks? 

Now  I  want  to  address,  I  want  to  discuss  not  only  this  chart, 
which  is,  of  course,  the  one  we  discussed  earlier,  which  is  the  con- 
trast between  job  recovery  in  this  recession  recovery  cycle,  with  job 
recovery  in  previous  recession  recovery  cycles. 

Now  the  corollary,  in  a  sense,  to  that  chart  is  this  one,  which 
shows  the  growth  of  real  GDP,  again  in  the  current  recovery,  com- 
ing out  of  the  trough  at  4.1  percent,  and  the  average  of  seven  pre- 
vious recoveries. 

We're  many  months  out  of  the  trough  now,  as  a  matter  of  fact. 
Of  course,  you  have  a  very  large  gap  in  GDP  growth  which  obvi- 
ously in  part  helps  to  explain  the  gap  in  job  recovery,  or  so  it  seems 
to  me. 

Now,  the  first  question  I  want  to  put  is  how  many  of  you  think 
that  the  concern  of  the  Fed  ought  to  be  the  failure  to  realize  our 
full  employment  growth  potential?  In  other  words,  we're  now  losing 
product  of — I  don't  know.  I  guess  it's  a  hard  correlation.  But  I 
guess  if  we  were  at  5V2  percent  unemployment,  perhaps  $250  bil- 
lion of  GDP.  Would  that  be  a  reasonable  figure? 

Mr.  Boehne.  Let  me  answer  that,  Senator. 

I  think  it  has  been  a  major  concern.  Unlike  many  previous 
downturns  in  the  economy,  the  Federal  Reserve  began  to  ease  well 
before  the  recession  began.  It  eased  substantially  during  the  reces- 
sion. It  eased  during  the  recovery. 

I  think  one  of  the  reasons  has  been  the  subpar  growth  in  this  re- 
covery. So  that  it  has  clearly  been  an  important  consideration  as 
we  have  developed  a  monetary  policy  posture. 

Senator  Sarbanes.  Well,  it's  interesting  because  we  had  a  very 
slack  economy  even  before  we  went  into  the  recession  period.  We 
had  less  than  2  percent  growth.  We  had  a  very  weak  and  anemic 
functioning  which  would  have  argued  for  that  kind  of  easing. 
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I'm  really  struck  here  today  by  the  assertion  on  the  part  of  most 
of  you — I  don't  think  quite  all,  but  most  of  you — that  the  Fed  has 
followed  a  very  accommodative  monetary  policy  in  this  recession  re- 
covery period. 

With  the  testimony  we've  received  in  hearings  here  on  the  Hill 
that  have  sort  of  faulted  the  Fed's  policy,  and  this  runs  the  gamut. 
It's  Samuelson  and  Tobin,  but  it's  also  Martin  Feldstein.  It's  also 
Milton  Friedman.  And  it's  also  Paul  McCracken. 

Now  that's  a  pretty  wide  sweep  of  the  economic  spectrum.  Milton 
Friedman — and  I'm  not  a  monetarist — in  fact,  I'm  going  to  ask  you 
a  bit  about  M2  when  I  get  another  round  here,  said,  and  I'm  quot- 
ing him  now.  This  is  an  article  in  The  Wall  Street  Journal  last  Oc- 
tober. 

The  Fed's  inflation  objective  is  close  to  being  achieved.  Indeed,  the  Fed  has  tempo- 
rarily overshot.  Continuation  of  M2  growth  at  2  percent  per  year  would  imply  actual 
deflation,  not  negligible  inflation.  Given  its  departure  from  its  own  policy,  the  Fed 
now  needs  to  speed  up  sharply  monetary  growth  to  bring  M2  back  to  its  target 
range  and  then  hold  it  there. 

Now  that's  Milton  Friedman. 

Samuelson  said  that  the  Fed  had  been  repeatedly,  too  little  and 
too  late.  Tobin  agreed  with  him  on  that. 

McCracken  says,  the  basic  drag  on  the  economy,  however,  more 
than  anything  else,  accounting  for  the  unusually  anemic  expansion 
of  output  and  employment  since  early  last  year,  is  an  insufficiently 
expansive  basic  monetary  policy  in  1991  and  1992. 

Now  I  think  perhaps  one  of  the  advantages  of  hearings  like  this 
is  we  start  to  get  these  other  points  of  view  in  there  before  you  in 
a  more  pointed  way  in  terms  of  the  fact  that  there  are  significantly 
qualified  people  whose  perception  of  the  Fed's  policy  does  not 
square  with  the  one  you've  laid  out  here  before  us  today,  most  of 
you  have  laid  out  before  us  today,  and  that  these  sort  of  highly 
qualified  people  cover  the  range  of  the  political  spectrum. 

So  it's  not  as  though  you  can  sit  there  and  say,  oh,  well,  we're 
getting  it  from  one  end  of  the  political  spectrum,  but  they've  always 
been  more  concerned  about  growth  and  jobs  and  so  forth,  than 
about  inflation  and  so  forth  and  so  on.  Now,  it  seems  to  me  that 
it  does  raise  important  questions  about  Fed  policy. 

My  time  is  up.  I'll  go  to  Senator  Mack  and  then  I'll  resume  when 
he  finishes  his  round. 

Mr.  Broaddus.  Senator,  could  I  just  make  a  quick  comment? 

Senator  Sarbanes.  Sure. 

Mr.  Broaddus.  I  think  one  thing  that  might  be  worth  pointing 
out  here  is  the  testimony  you  referred  to,  and  I  read  that,  I  guess 
it  was  a  couple  of  months  ago,  if  I'm  not  mistaken. 

Senator  Sarbanes.  That's  right. 

Mr.  Broaddus.  We've  gotten  a  good  deal  of  additional  informa- 
tion since  that  testimony  that  suggests  that  the  economy,  at  least 
in  the  second  half  of  1992,  was  a  good  bit  stronger  than  we  per- 
ceived it  to  be  earlier. 

Senator  Sarbanes.  Of  course,  your  position  is  that  we  should 
have  a  zero,  that  the  Fed  should  pursue  a  policy  for  zero  inflation. 
Correct? 

Mr.  Forrestal.  I  don't  think  that's  a  correct  statement. 

Senator  Sarbanes.  No,  Mr.  Broaddus. 
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Mr.  FORRESTAL.  I'm  sorry. 

Senator  Sarbanes.  No,  Mr.  Broaddus's  position.  It's  right  in  his 
statement,  as  I  read  it. 

Mr.  Broaddus.  My  belief  is  we  should  aim  over  the  longer  term 
to  achieve  price  level  stability.  But  the  fundamental  aim  of  mone- 
tary policy,  as  all  economic  policy,  is  growth  and  jobs. 

Senator  Sarbanes.  What  do  you  think  it  would  do  to  growth? 
We're  paying  a  big  price  here  now  for  the  lack  of  growth,  as  shown 
by  this  gap  Detween  what  we  could  be  producing  at  higher  levels 
of  economic  activity  with  lower  unemployment  and  less  unused 
plant  and  equipment  capacity.  It's  just  being  lost. 

Mr.  Broaddus.  I  am  certainly  concerned  about  that  and  I  don't 
disagree  with  that.  I'm  simply  pointing  out  that  things  do  look  a 
little  bit  better  now  for  the  most  recent  past  than  they  did  a  couple 
of  months  ago. 

Senator  Sarbanes.  Sorry.  Yes,  Mr.  McTeer? 

Mr.  McTeer.  Will  we  have  a  chance  to  respond  to  your  question? 

Senator  Sarbanes.  Absolutely. 

Senator  Mack.  I  was  going  to  say,  if  you  want  to  go  ahead,  I've 
got  some  thoughts  along  this  line,  but  if  you  want  to  get  their  re- 
sponse before  you  turn  to  me,  that  s  fine. 

Senator  Sarbanes.  If  Senator  Mack  will  accommodate  you,  cer- 
tainly. I  was  trying  to  move  on  because  the  red  light  is  on.  I  was 
going  to  yield  for  his  turn.  But,  please. 

Mr.  McTeer.  Well,  I  was  going  to  say  that  I  read  Professor 
Friedman's  October  piece  and  saw  Professor  Samuelson's  testimony 
in  December.  In  both  cases,  they  focused  exclusively  on  the  slow 
growth  of  the  broad  monetary  aggregates,  M2  and  M3,  primarily 
M2,  and  they  did  not  acknowledge,  because  of  time  and  space  limi- 
tations, probably,  that  bank  reserves,  monetary  base,  and  narrow 
measures  of  money  all  grew  at  double-digit  rates  in  1992. 

Now,  I  don't  want  to  overemphasize  the  importance  of  that.  Bank 
reserves  had  to  grow  fast  to  accommodate  higher  reserve  require- 
ments from  the  shift  into  transaction  deposits  that  was  taking 
place.  And  in  addition  to  that  reason  that  bank  reserves  needed  to 
grow,  there's  a  lot  of  holdings  of  currency  outside  the  country  that 
adds  to  the  growth  in  the  monetary  base.  But,  nevertheless,  the 
very  rapid  growth  of  Ml  over  this  period  is  something  that  ought 
to  be  considered. 

I  think  that  what  both  Professor  Friedman  and  Professor  Sam- 
uelson  did  was  to  recall  a  time  when  they  looked  for  the  most  sta- 
ble velocity  for  a  definition  of  money  and  they  determined  that  M2 
had  the  most  stable  velocity  of  any  of  the  M's.  It  had  the  closest 
relationship  over  long  periods  of  time  with  economic  activity.  And 
so  they  remember  that  M2  is  the  best  measure  of  money  over  time 
and  then  they  see  M2  getting  slower  and  slower  as  1992  pro- 
gressed, and  nas  actually  turned  negative  in  the  past  couple  of 
months. 

They  probably  did  not  take  time  to  look  at  what's  been  happen- 
ing in  the  banking  system.  What's  been  happening  in  the  banking 
system  is  we  have  been  pushing  reserves  into  the  Danking  system. 
But  because  loan  demand  is  weak  or  there  were  other  reasons  they 
were  not  making  a  lot  of  loans,  banks  have  not  been  aggressive 
competing  for  funds  on  the  liability  side. 
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CD  rates  have  gone  down  dramatically  as  people  have  their  CD's 
come  due  and  they  reinvest  their  funds  out  in  the  market  some- 
where, primarily  stock  and  bond  mutual  funds.  There's  been  an  ex- 
plosive growth  in  those. 

So  the  banking  system  has  sprung  a  leak.  People  still  own  these 
funds  that  are  going  into  stock  and  bond  mutual  funds  and  they're 
using  funds  to  pay  off  debt  early  and  so  forth. 

But  we  continue  to  measure  M2  and  M3,  looking  only  at  those 
in  the  banking  system.  To  the  extent  that  they're  large  CD's,  over 
$100,000,  they  are  a  primary  source  of  the  slow  growth  in  M3.  To 
the  extent  that  they  are  smaller  than  $100,000,  they  are  also,  in 
addition  to  the  large  ones,  a  reason  for  the  slow  growth  in  M2. 

Now  we  can  do  one  of  two  things,  as  I  mentioned  in  my  testi- 
mony. We  can  say,  what  would  our  M2  and  M3  growth  look  like 
if  this  outflow,  which  is  very  unusual,  hadn't  occurred?  If  we  add 
it  back  in,  then  we  would  be  in  the  middle  of  our  target  range. 
That's  not  necessary  and  it  may  even  be  undesirable  in  the  long 
run  because  this  may  just  be  a  temporary  thing  that's  happening. 
And  the  velocity  of  M2  may  restabilize  down  the  road. 

But  we  certainly  need  to  look  at  the  mitigating  circumstances  of 
what's  been  going  on.  The  econometricians  have  a  hard  time  ex- 
plaining it  because  they're  used  to  declining  interest  rates  being  as- 
sociated with  falling  velocities  of  these  things,  and  in  this  case,  the 
declining  interest  rates  have  been  associated  with  rising  velocities 
of  M2  and  M3. 

As  a  matter  of  fact,  the  growth  in  the  velocity  of  M22  and  M3 
have  more  than  offset  the  shortfall  of  M2  and  M3,  not  only  from 
the  lower  bound  of  their  target  range,  but  from  the  midpoint  of  the 
target  range.  So  I  just  think  that  you  need  to  look  at  the  mitigating 
circumstances  and  say,  at  least  temporarily,  M2  and  M3  are  sort 
of  off-track.  That  may  or  may  not  last. 

Senator  Sarbanes.  Let  me  just  make  this  point.  Do  I  take  that 
to  mean  that  the  adjustment  in  the  target  range  of  M2  was  not  in- 
tended to  represent  a  tightening  of  monetary  policy,  but  was  an  ad- 
justment, as  the  Fed  says,  for  technical  reasons?  Is  that  right,  on 
the  basis  of  this  analysis? 

Mr.  McTeer.  Precisely,  yes. 

Senator  Sarbanes.  So  that  wasn't  some  signal  about  tightening 
monetary  policy.  Is  that  correct? 

Mr.  McTeer.  That's  correct. 

Senator  Sarbanes.  And  it  wasn't  to  sort  of  meet  the  McCracken 
story,  I  take  it.  Let  me  just  give  you  that  story. 

Mr.  McTeer.  I've  seen  it  several  times. 

Senator  Sarbanes.  This  is  altering  the  rate,  altering  the  range 
because  you're  not  within  it.  Federal  Reserve  policy  reminds  me  of 
that  old  story  of  the  man  who  stopped  for  gasoline  at  a  station  and 
noticed  a  target  on  a  building  with  a  bullet  right  through  the 
bullseye.  And  he  said,  my  word,  who  is  the  marksman  who  can  hit 
it  that  way?  And  the  station  attendant  said,  well,  he's  the  village 
simpleton  and  he's  standing  right  there.  Ask  him  how  he  does  it. 
So  he  was  asked  and  he  said,  why,  it's  very  simple.  I  shoot  the  gun 
and  then  I  draw  the  target  right  around  it. 

Mr.  McTeer.  May  I  respond  to  that? 
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Senator  Sarbanes.  If  you've  got  a  story  that  will  top  it,  I'd  like 
to  have  it. 

[Laughter.] 

Mr.  McTeer.  No,  I  can't  top  it,  although  I  think  the  term,  village 
simpleton,  may  have  been  unfortunate. 

If  you  set  monetary  targets  a  year  or  a  year  and  a  half  in  ad- 
vance, you've  got  some  implicit  assumptions  on  what  velocity  is 
going  to  do.  And  if  you  start  out  trying  to  hit  those  targets,  but  it 
becomes  clearer  and  clearer  that  those  velocity  assumptions  are 
wrong,  are  veering  off,  then  you've  got  the  choice  of  trying  harder 
and  harder  to  hit  the  target,  no  matter  what  or  acknowledging  that 
there's  something  fundamental  going  on  and  accommodating  it.  I 
think  the  responsible  thing  to  do  in  this  case  was  to  acknowledge 
that  those  targets  were  becoming  unrealistic  and  therefore,  try  to 
explain  it,  rather  than  try  to  hit  it. 

I'm  in  the  minority  on  this,  I'm  sure,  but  I  tend  to  believe  that 
if  we  had  tried  even  harder  to  hit  those  M2  targets  late  last  year, 
and  if  we  tried  to  right  now,  I  tend  to  believe  that  if  we  push  short- 
term  interest  rates  down  farther  and  faster  from  where  they  are 
right  now,  it  will  just  accelerate  the  disintermediation  from  the 
banking  system.  It  will  cause  a  faster  run-off  of  deposits  and  cause 
M22  and  M3  to  grow  even  slower. 

I  do  think  it's  possible  to  ease  monetary  policy  right  now,  but  I 
have  a  real  question  as  to  whether  an  easing  of  monetary  policy 
wouldn't  actually  slow  down  the  aggregates  under  these  cir- 
cumstances. 

Senator  Sarbanes.  I  just  might  note  that  Samuelson  was  refer- 
ring to  an  earlier  time  period  than  the  one  you  just  made  reference 
to  when  he  was  criticizing  the  Fed's  policy. 

Mr.  McTeer.  I  believe  he  testified  on  December  31. 

Senator  Sarbanes.  But  he  was  going  back  when  he  was  making 
the  criticism  about  being  too  late  and  too  little.  He  actually  even 
now  would  ease  it  a  bit.  But  his  sharpest  criticism  was  directed  at 
an  earlier  time,  not  the  period  you're  referring  to. 

Mr.  McTeer.  As  someone  pointed  out,  the  Fed  funds  rate  peaked 
in  April  1989  at  9.8  percent,  I  believe.  So  from  9.8  percent  to  the 
onset  of  the  recession  in  August  1990,  the  Fed  funds  rate  had  come 
down  quite  a  bit.  So  short-term  rates  were  being  pushed  down. 

Senator  Sarbanes.  Nominal  or  real? 

Mr.  McTeer.  Pardon? 

Senator  Sarbanes.  Nominal  or  real?  What's  your  view  of  real 
short-term  interest  rates?  They're  still  fairly  high,  aren't  they? 

Mr.  McTeer.  They're  still  right  around  zero.  Short-term  interest 
rates  right  now  are  about  three  percent.  The  inflation  rate  is  about 
three  percent. 

Senator  Mack.  Paul,  may  I  hop  back  in? 

Senator  Sarbanes.  Sure,  yes.  By  all  means. 

Senator  Mack.  I  think  that  the  chart  that's  been  referred  to  sev- 
eral times  here 

Senator  Sarbanes.  The  jobs  or  the  growth? 

Senator  Mack.  Yes,  the  jobs.  Basically,  I  think  the  point  here,  at 
least  the  discussion,  it  seems  to  me,  has  been  along  the  line  of,  if 
monetary  policy  had  been  different,  whatever  that  might  happen  to 
be,  is  that  the  job  creation  in  the  country  would  be  faster. 
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I  have  some  different  opinions  on  that,  but  I  think  maybe  I'd 
start  out  this  part  of  the  discussion — I'm  not  sure  which  one  of  the 
Federal  Reserve  banks'  research  departments  really  focuses  in  on 
job  creation  or  whether  any  of  you  do,  or  what  impacts  job  creation. 
Does  anybody's  particular  bank  focus  in  on  what  affects  job  growth 
in  the  country? 

Mr.  Boehne.  I  think  that  runs  through  most  of  our  analysis, 
Senator.  That's  at  the  heart  of  much  of  what  we  do. 

Senator  Mack.  There  was  a  report  done  by  the  Joint  Economic 
Committee,  and  I  must  say  it  was  done  for  Representative  Dick 
Armey.  It  was  trying  to  make  some  evaluation  as  to  what  the  im- 
pact of  more  Government  programs,  more  Government  mandates, 
more  Government  directives,  have  on  the  cost  of  employment. 

In  an  article  that  appeared  in  the  paper  just  in  the  last  day  or 
two,  there  was  a  statement,  something  to  the  effect,  it  says,  accord- 
ing to  the  Joint  Economic  Committee  of  the  Congress,  which,  again, 
I  said  was  developed  for  Dick  Armey,  companies  with  fewer  than 
500  employees  have  been  clubbed  by  Uncle  Sam  over  the  past  3 
years.  Regulatory  costs  for  these  firms  leaped  to  34  percent  be- 
tween 1989  and  1992,  to  $5,200  per  worker,  while  profits  fell  to 
$600,  an  80-percent  plunge. 

This  person  goes  on  to  write  that  there's  been,  since  the  Presi- 
dent took  office  in  January,  there's  been  one  executive  order  that 
strengthened  unions'  political  clout,  another  that  forced  small  busi- 
nesses to  pay  above  market  wages  for  Federal  contracts,  a  parental 
leave  bill  that  was  signed  at  an  estimated  cost  of  $1,995  per  work- 
er. 

I'd  be  interested  in  your  reaction  as  to  what  effect,  what  reaction 
do  you  think  an  employer  has  when  he  sees  the  cost  per  employee 
going  up? 

It  seems  to  me  that  an  employer  is  going  to  try  to  find  ways  to 
reduce  those  costs,  whether  that's  through  automation,  investing  in 
new  plant  and  equipment.  But  it  seems  to  me  that  there  may  very 
well  be  a  bias  that  has  been  developed  as  a  result  of  regulation  on 
the  part  of  the  Federal  Government. 

Yes,  Mr.  Keehn. 

Mr.  Keehn.  Senator,  if  I  could  respond  to  that.  It's  interesting 
because  as  we  go  out  and  talk  to  people  in  the  district,  currently, 
the  work  week  is  quite  high.  People  are  pushing  overtime  as  far 
as  they  possibly  can.  There's  a  real  reluctance,  and  this  relates  to 
Senator  Sarbanes'  chart,  to  add  employment  on  a  permanent  basis. 

One  of  the  reasons  that  temporary  workers  are  going  up  so  rap- 
idly is  because  you  can  deal  with  what  may  be  short-term  require- 
ments on  a  temporary  basis. 

When  an  employer  makes  a  commitment  to  add  people,  because 
of  the  regulatory  burdens  which  you  refer  to,  there  is  a  significant 
cost.  They  want  to  be  absolutely  sure  that  they're  going  to  need 
those  people  on  a  continuing  basis  before  they  make  that  fun- 
damental commitment.  I  think  these  are  structural  impediments 
that  are  restraining  the  growth  of  employment,  despite  the  fact 
that  looking  at  the  GDP  data,  et  cetera,  we  have  pretty  reasonable 
economic  growth. 

Senator  Sarbanes.  When  you  say  they  want  to  be  absolutely 
sure  they're  going  to  need  those  employees,  it  seems  to  me  what 
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you're  really  saying  is  that  the  difficulty  is  not  the  costs  associated 
with  the  additional  employees,  although  that  may  be  something  of 
a  problem,  but  whether  they  expect  trie  economy  to  strength  and 
to  grow  so  that,  in  fact,  they  will  be  meeting  a  demand  that  has 
some  substance  and  permanence  to  it  that  will  require  those  em- 
ployees. Is  that  what  that  phrase  meant? 

Mr.  Keehn.  I  would  agree  with  that.  I  think  the  sustainability 
issue  is  there,  as  I  mentioned  to  in  my  testimony.  But  a  very  fun- 
damental part  of  it  is  that  there  is  this  large  cost  of  bringing  new 
workers  on  that  is  an  impediment,  and  they  want  to  be  absolutely 
sure  and  they  are  pushing  overtime.  Some  employers  are  pushing 
overtime  to  a  very  large  number. 

Senator  Sarbanes.  Is  health  care  the  big  factor  you  hear  about 
on  the  cost? 

Mr.  Keehn.  Health  care  certainly  is  a  big  cost.  But  there  are 
other  issues  as  well — EEO,  ADA,  Workmens'  Compensation,  et 
cetera,  et  cetera.  All  of  these  individually  are  very  meritorious.  But 
when  you  add  them  together,  there  is  a  very  significant  cost  to  em- 
ployment. That,  in  turn,  is  an  impediment. 

Senator  Mack.  Mr.  Stern,  do  you  want  to  respond? 

Mr.  STERN.  I  just  thought  I  would  interject  a  more  positive  note 
in  this  arena. 

I  can't  quantify  the  costs  of  regulation  for  you,  but  of  course,  one 
of  the  other  unusual  features  or  the  recovery  to  date  has  been  a 
very  rapid  improvement  in  labor  productivity.  And  to  the  extent 
that  that  continues,  that  is  certainly  all  to  the  good.  But  it  may  be 
another  factor  underlying  that  employment  chart  that  we  have 
seen,  it  seems  to  me,  because,  clearly,  we  have  been  able  to  expand 
output  without  adding  a  lot  of  employment,  in  part  because  of  the 
very  strong  improvement  in  productivity. 

Mr.  Boehne.  I  might  just  add,  also,  Senator,  I  think  that's  a  very 
revealing  chart  and  it  certainly  has  been  very  obvious  in  my  own 
district.  But  there  are  also  some  fundamental  differences  in  this 
downturn  and  recovery  than  most  of  those  that  you  average  that 
you  had.  Most  of  the  previous  recessions,  most  of  the  recessions 
we've  had  since  the  end  of  the  Second  World  War  have,  by  and 
large,  been  inventory  adjustment  kinds  of  recessions.  In  that  kind 
of  an  environment,  the  cyclical  downturn  and  the  cyclical  upturn 
is  of  shorter  duration  and  you  get  through  the  problem. 

What  we  have  in  this  particular  downturn  and  upturn  is  some- 
thing that  we  have  not  seen  in  the  post-World  War  II  period.  Here 
we  had  a  number  of  structural  imbalances  that  built  up  in  terms 
of  consumer  debt,  in  terms  of  businesses'  balance  sheets,  in  terms 
of  government  debt,  particularly  in  the  real  estate  market,  and 
there  is  no  way  to  gloss  over  those.  There  is  no  way  to  push 
through  those  until  those  fundamental  adjustments  occur. 

So  I  think  to  take  the  two  lines,  while  they  are  revealing,  one 
also  has  to  look  behind  those  lines  and  you  see  some  very  fun- 
damental differences  in  terms  of  the  causes  and  therefore,  the  ad- 
justments that  one  has  to  go  through.  And  I  might  add  to  that  I 
think  monetary  policy  has  played  a  very  constructive  role  in  help- 
ing us  get  through  this  adjustment  period. 

These  kinds  of  adjustments,  when  they  occurred  in  the  pre-World 
War  II  environment,  often  ended  up  being  far  worse  downturns 
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and  far  more  painful  to  the  economy.  I  think  what  is  noteworthy 
here  is  that  we  are  getting  through  this  adjustment,  as  high  as  the 
costs  have  been  and  as  the  joblessness  has  been,  that  those  costs 
have  not  been  greater. 

And  I  think  if  you  look  at  a  broader  historical  view  here,  I  think 
if  you  compare  this  adjustment  with  more  similar  kinds  of  adjust- 
ments that  we've  had  earlier  in  our  history 

Senator  Sarbanes.  By  earlier,  you  mean  before  World  War  II? 

Mr.  Boehne.  Before  World  War  II,  that's  correct. 

Senator  Sarbanes.  Hopefully,  with  the  Employment  Act  of  1946 
and  some  other  developments  in  policy,  we  thought  we'd  reached 
the  point  where  we  didn't  have  to  have  the  wild  swings  that  char- 
acterized the  economy  in  the  pre-World  War  II  period. 

We  can  go  back  to  the  panic  of  1893,  and  so  forth  and  so  on,  if 
we're  going  to  try  to  make  that  point. 

Mr.  Boehne.  Well,  no.  I  think  you've  exactly  underscored  and 
made  the  point.  I  think  that  with  the  kinds  of  monetary  policies 
that  have  flowed  from  that  Employment  Act  of  1946,  we  indeed 
have  been  able  to  stave  off  a  good  bit  of  the  pain.  I  think  that's 
exactly  right,  and  I  think  that's  my  point. 

Senator  Sarbanes.  I  agree,  you  have  to  go  behind  the  factors. 
But,  you  know,  Mr.  Stern,  your  productivity  point  would,  it  seems 
to  me,  have  more  validity  to  it  for  explaining  the  failure  to  get  job 
recovery  if  the  real  GDr  growth  lines  had  been  closer.  Then  you 
could  say  to  me,  look,  we're  getting  real  GDP  growth  lines  in  this 
recovery,  approximating  what  we  were  getting  in  previous  recover- 
ies, but  were  not  getting  job  growth.  Now  wnat's  the  explanation 
for  that? 

Mr.  Stern.  I  think  Mr.  Boehne 

Senator  Sarbanes.  Of  course,  one  explanation  would  be  to  say, 
well,  we're  getting  this  productivity  improvement.  So,  therefore, 
you're  getting  a  GDP  growth.  You're  not  getting  the  resulting  iobs. 
Now  that  may  account  for  some  of  this  problem,  but  I  don't  think 
it  accounts  for  anywhere  near  all  of  it. 

Mr.  Stern.  I  think  Mr.  Boehne  went  some  distance,  though,  in 
accounting  for  the  reason  that  the  path  of  real  GDP  has  been  dif- 
ferent; namely,  there  are  a  number  of  structural  problems  that  the 
economy  has  been  working  its  way  through.  Some  of  those  simply 
require  time  for  balance  sheet  restructuring  and  so  on  and  so  forth, 
and  that  that's  been  a  factor. 

Senator  Mack.  In  the  discussion  a  few  moments  ago  about  mone- 
tary policy,  I  may  have  misunderstood  you,  but  I  thought  I  heard 
you  say,  Mr.  McTeer,  that  there  was  room  for  further  easing  on 
monetary  policy. 

Mr.  McTeer.  The  point  I  meant  to  make  was  that  I  think,  under 
today's  circumstances,  if  you  ordered  us  to  go  out  and  make  M2 
growth  faster,  you  might  not  be  able  to  do  it  in  the  traditional  way 
of  pushing  more  reserves  into  the  banking  system. 

It  might  actually  cause  M2  to  shrink,  as  it  accelerated  the 
disintermediation.  And  then  I  pointed  out,  that's  not  exactly  the 
same  thing  as  saying  that  you  can't  ease  monetary  policy  if  you 
measure  monetary  policy  in  terms  of  short-term  interest  rates.  I 
didn't  mean  to  imply  that  I  think  we  need  to  right  now.  I  just 
wanted  to  make  that  distinction. 
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Senator  Mack.  I  saw  a  couple  people  run  to  the  door.  That's  why 
I  wanted  to  give  you  an  opportunity  to  clarify  that  statement. 

[Laughter.] 

Mr.  McTeer.  Yes.  Thank  you. 

[Laughter.] 

Senator  Mack.  But  that  does  raise  a  question  in  my  mind.  And 
I  won't  be  able  to  put  this,  I  don't  think  I'll  be  able  to  put  this  in 
economist's  terms  or  economic  terms. 

But  one  of  the  things  I  kind  of  hear  people  saying  out  there  back 
home  is  that,  in  a  sense,  the  Fed's  been  bringing  interest  rates 
down,  trying  to  get  money  back  into  the  system.  But  we've  gotten 
it  back  into  the  banks,  and  the  banks  just  haven't  loaned  it  and 
I  don't  want  to  get  back  into  the  debate  about  why  they  have  or 
have  not.  But  it's  just  kind  of  accumulated  there,  part  of  it  kind 
of  spilling  of  into  bond  funds  and  mutual  funds  and  other  things, 
which  makes  M2,  if  you  add  those  back  in,  pretty  much  on  line. 

But  people  are  basically  saying,  there's  a  whole  bunch  of  this 
money  that's  out  there  accumulated  in  the  banking  system.  Does 
it  concern  you  all  that  there  is  this  huge  amount  of  money  that, 
in  essence,  at  some  point,  the  bankers  wake  up  one  morning  and 
say,  you  know,  I  think,  gosh,  there's  a  lot  of  good  loans  out  there. 
Let's  just  let  all  this  money  flow  into  the  system?  Is  that  a  fair 
question  or  have  I  failed  to  structure  it  correctly? 

Mr.  Corrigan.  The  structure  of  the  financial  system  has  changed 
enough,  partly  because  of  technology  and  all  the  rest  of  it,  that  you 
have  to  be  a  little  bit  more  sensitive  to  the  fact  that  things  can 
change  faster. 

But  I  don't  think  there's  any  monetary  overhang  out  there,  to  use 
that  term,  of  a  fundamental  nature.  I  think  that  s  part  of  the  rea- 
son why  the  broad  policy  process  has  been  structured  the  way  I 
think  it  has. 

Senator  Sarbanes,  just  to  go  back  even  to  your  GDP  chart  there, 
or  the  employment  chart,  or  any  one  of  them.  It  seems  to  me  that 
what  legitimate  concern  lies  behind  your  question  by  implication, 
is  might  there  have  been  some  reasonably  different  formulation  of 
monetary  policy — not  some  crazy  stuff.  I  know  you  don't  like  crazy 
stuff,  either — in  this  timeframe,  that  might  have  produced  a  mate- 
rially different  outcome  in  terms  of  those  charts  you  have  there? 
I  will  tell  you,  sir,  that  my  own  personal  opinion  is,  the  answer  to 
that  question  is  no. 

Senator  Sarbanes.  Is  what? 

Mr.  Corrigan.  Is  no.  That  had  things  been  a  little  different  here 
or  there  or  had  the  timing  been  a  little  different  here  or  there, 
within  the  realm  of  reason,  I  don't  think  you  would  have  seen  a 
materially  different  result.  Fundamentally,  I  think  the  reasons  for 
that  have  to  be  put  in  a  broader  context. 

If  you  go  back  roughly  to  the  end  of  1989,  everyone  was  speak- 
ing, including  people  on  this  committee,  about  the  need  to  engineer 
a  soft  landing.  Our  external  accounts  were  a  mess.  The  budgetary 
deficit  was  getting  worse.  The  debt  build-up  was  still  on  the  up- 
ward side  of  the  curve. 

In  all  of  those  circumstances,  I  would  argue  that  the  soft  landing, 
if  I  can  stay  with  that  term,  that  has  in  fact  been  engineered  over 
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this  period,  is  about  as  good  as  one  could  hope  for,  given  the  poten- 
tial for  all  the  other  things  that  could  have  gone  wrong. 

Now  that's  not  to  say,  because  I  would  never  even  attempt  to 
make  this  argument,  that  you  couldn't  just  say,  well,  I  might  have 
done  a  little  different  here  or  a  little  different  there.  But  I  don't 
think  there  is  any  reasonable  policy  or  scenario  that  could  have 
produced  cyclical  curves  for  this  period  that  looked  like  those  other 
periods  because,  as  Mr.  Boehne  said,  the  fundamental  character, 
the  very  essence  of  the  economic  setting  was  different,  not  just  in 
degree,  but  in  kind,  from  the  lines  that  are  reflected  in  those  other 
cyclical  periods. 

Senator  Sarbanes.  That's  obviously  a  perspective  that  has  to  be 
dealt  with.  Let  me  address  it  this  way.  I'm  going  to  make  an  asser- 
tion and  then  see  whether  anyone  at  the  table  disagrees  with  it, 
as  laying  a  premise.  The  assertion  is  that  the  combination  of  fiscal 
and  monetary  policy  in  this  recession  recovery  period  has  been 
more  contractionary,  less  expansionary,  than  in  any  other  post- 
World  War  II  recession  recovery  period. 

Now,  I  think  in  1981-&2,  monetary  policy  was  more 
contractionary,  but  we  had  a  very  expansive  fiscal  policy.  So  I'm 
putting  the  two  together.  And  I'm  asserting  that  in  this  recession 
recovery  period,  the  two  combined,  the  net  impact  was  more 
contractionary  than  in  any  of  the  previous  post-World  War  II  reces- 
sions. Now  would  anyone  differ  with  that  assertion? 

Mr.  Boehne.  I'd  like  to  take  that  on,  if  I  might,  Senator.  I  think 
that  if  you  look  at  monetary  policy  and  the  degree  of  easing  that 
we  did  in  this  recession,  I  think  that  it  will  stack  up  as  one  in 
which  we  eased  quite  a  lot  in  an  historical  comparison  point  of 
view.  I  think  the  problem  with  fiscal  policy  is 

Senator  Sarbanes.  Well,  that  wasn't  my  question. 

Mr.  Boehne.  I  know.  I  think  the  problem  with  fiscal  policy  is 
that  it  began,  at  the  top  of  the  boom,  it  was  more  expansionary 
that  it  really  ever  was  in  any  other  of  these  recessions. 

So  we  started  out  at  a  huge  deficit,  at  a  huge  expansionary  fiscal 
policy,  and  so,  the  very  notion  that  you  had  to  do  something  about 
the  deficit  in  a  longer  run  sense  was  different  in  this  situation  than 
it  has  been  cyclically  in  the  past. 

In  the  past,  we  used  fiscal  policy  as  money  in  the  bank.  You  go 
into  a  recession,  you  can  have  a  more  expansionary  fiscal  policy.  In 
this  particular  round,  we  already  started  out  with  a  huge  deficit, 
so  there  wasn't  any  money  in  the  bank  to  go  to  with  fiscal  policy. 
Monetary  policy,  in  and  of  itself,  could  not  offset  that. 

What  we  could  do  is  be  as  easy  as  we  could  be,  and  I  think  that, 
in  an  historical  context,  we  eased  really  rather  dramatically. 

Senator  Sarbanes.  I  don't  agree  with  that,  obviously.  You  cer- 
tainly can't  make  anywhere  near  that  assertion  before  the  1-point 
Christmas  gift  in  Christmas  1991,  the  1-point  drop.  Prior  to  that, 
your  monetary  policy,  by  any  measure,  and  I've  looked  at  a  lot  of 
them,  was  pretty  tight,  it  seems  to  me.  Now  after  that,  you  start 
getting  back  into  the  ballpark,  so  to  speak,  although  it's  not  at  the 
top  end  of  the  scale,  as  I  perceive  it. 

Mr.  Boehne.  Well,  that  1-percent  Christmas  present  in  interest 
rate  terms  is  only  one-seventh  of  the  total  amount  of  easing  that 
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we  did  in  the  cycle.  It  was  not  the  bulk  of  it.  It's  actually  a  small 
part  of  it. 

Senator  Sarbanes.  But  you  were  doing  these  small  things  and 
my  perception  is  you  were  constantly  running  behind  the  cycle. 

Now  Jerry  Corrigan's  view  is  that  even  if  we'd  been  ahead  of  the 
cycle,  it  wouldn't  have  made  that  much  difference.  It  would  have 
made  some  difference,  but  not  that  much.  And  that's  certainly 
worth  thinking  about. 

I'm  also  interested,  of  course,  in  where  we  are  now  and  where 
we're  going.  Let  me  address  a  couple  of  questions  to  you  on  that 
score. 

Senator  Mack.  Paul,  if  I  could  just  raise  a  point  here. 

Senator  Sarbanes.  Sure. 

Senator  Mack.  I  want  to  get  a  sense  about  where  we're  going 
with  this.  It's  now  1:30.  Both  of  us  have  had  an  opportunity  to  be 
out  of  the  room  for  a  few  minutes.  I  wonder  if  anybody  else  needs 
to  do  that.  And  second,  I've  only  got  a  question  or  two  more.  How 
much  longer  you  think  we  might  go? 

Senator  Sarbanes.  Well,  we  don't  often  get  these  gentlemen.  And 
I  realize  the  other  pressures.  I  would  think  maybe  another  15  min- 
utes or  so,  15  or  20  minutes. 

Senator  Mack.  OK. 

Senator  Sarbanes.  And  if  there's  a  particular  problem,  there  are 
enough  at  the  table  that  the  conversation  won  t  end  if  members 
sort  of  excuse  themselves  and  leave  the  room  and  then  return. 

Go  ahead. 

Senator  Mack.  I'll  go  ahead  and  ask  another  question,  then. 

Mr.  Melzer,  you  had  made  the  comment  I  think  in  your  testi- 
mony that  the  primary  goal  for  the  Fed  is  long-term  price  stability. 
I  think  there  was  the  discussion  that  sometimes  you  have  to  make 
a  choice  between  growth  and — you  came  down  clearly  on  the  side 
that  long-term  price  stability  really  lays  the  basis  for  long-term 
growth,  the  highest  levels  of  long-term  growth. 

Mr.  Melzer.  That's  correct.  I  think  we  need  to  be  cognizant  of 
the  economic  goals  and  the  most  important  of  those  is  maximum 
sustainable  economic  growth,  but  at  the  same  time,  look  at  what 
monetary  policy  can  influence  over  the  long  run,  and  that  is,  prices 
or  the  price  level. 

Senator  Mack.  My  question  really  is,  is  there  any  disagreement 
on  the  Board  with  respect  to  that  point? 

Mr.  Syron.  I  would  think  we  would  all  agree  with  that. 

Mr.  Melzer.  I'm  not  aware  of  any. 

Senator  Mack.  OK.  That's  fine.  That's  all  I  have. 

Senator  Sarbanes.  Gentlemen,  I  want  to  turn  to  the  present  and 
a  little  bit  to  the  future.  Before  I  do  that,  though,  there  are  a  cou- 
ple of  questions  I  want  to  put  to  clear  some  things  up. 

First  of  all,  Mr.  Syron,  I  want  to  commend  you  and  the  Federal 
Reserve  Bank  of  Boston  for  the  study  you  did  on  credit  discrimina- 
tion. 

I'm  curious  to  know  whether  that  report  has  been  picked  up  by 
the  other — I'd  ask  the  rest  of  you  whether  you've  picked  up  on  that 
report  and  circulated  it  within  your  establishment  and  sought  to 
have  the  people  within  your  reserve  banks  draw  the  appropriate 
lessons  from  it. 
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Mr.  Boehne.  We've  looked  at  it  very  carefully,  yes. 

Senator  Sarbanes.  Is  that  true  in  all 

Mr.  Parry.  Yes. 

Mr.  Syron.  Senator,  if  I  might  just  mention  that  the  mechanism 
for  doing  that,  we  have  all  kinds  of — we  have  a  committee  that 
deals  particularly  with  this  issue  of  credit  and  discrimination  con- 
cerns and  also,  our  research  people  have  presented  this  quite  ex- 
tensively throughout  the  Federal  Reserve  System. 

Senator  Sarbanes.  One  way  to  get  the  issue  of  mortgage  dis- 
crimination out  more  fully  into  the  light  of  day,  to  make  clear  what 
some  of  the  practices  are  and  why  they  must  be  stopped,  might  be 
for  each  of  the  district  banks  to  hold  hearings  on  the  subject  in 
their  district. 

I  guess  the  question  I'd  put  to  each  of  you  is  whether  that  would 
be  something  you  would  be  willing  to  consider  doing  in  order  to  try 
to  get  this  message  out  within  your  district. 

Mr.  Forrestal.  Well,  Senator,  we  certainly  in  the  Atlanta  dis- 
trict have — the  word  hearing  is  quite  right.  We're  certainly  recep- 
tive to  the  idea  of  hearings.  But  I  would  just  like  to  say  that  we 
have  done  extensive  work  in  this  in  terms  of  trying  to  educate  both 
the  bankers  and  the  public  generally  about  the  requirements  of  the 
Community  Reinvestment  Act,  and  that  has  taken  the  form  of  sem- 
inars, hearings,  conferences,  and  the  like.  So  we  have  done  already 
some  of  that,  Dut  we  certainly  are  receptive  to  increasing  our  activ- 
ity in  that  area. 

Senator  Sarbanes.  The  impact  on  us,  I  think,  of  bringing  in 
some  of  the  people  who  were  the  victims  of  the  practices — you  were 
there  at  that  hearing — I  think  is  quite  important.  I  think  on  the 
part  of  the  lending  community,  it  dramatizes  for  them  the  fact 
that,  basically,  what  I  think  is  in  many  instances  some  very  irre- 
sponsible actors,  which  the  community  itself  would  perceive  as  irre- 
sponsible or  creating  great  difficulties  for  all  of  us. 

So  you  begin  to  get  a  greater  degree  of  self-policing,  as  it  were, 
or  peer  pressure,  however  you  want  to  refer  to  it.  And  I  think  that's 
one  of  the  things  that  may  come  from  a  hearing  format. 

Yes? 

Mr.  Parry.  Senator,  one  thing  we  found  particularly  effective  is 
to  have  seminars  which  bring  together  community  groups  and  also 
lenders  to  talk  about  these  issues. 

We've  also  had  meetings  with  directors  of  banks  and  others  to 
make  them  aware  of  the  problem  and  also  our  concerns  about  it. 
And  we  very  recently  had  a  meeting  of  the  different  Federal  regu- 
lators, a  seminar  that  lasted  for  three  days  where  we  talked  about 
many  aspects  of  the  problem.  I  think  there's  an  awful  lot  going  on 
at  the  present  time.  And  we  certainly  hope  that  this  is  going  to 
bear  significant  fruit  in  the  short  run. 

Senator  Sarbanes.  Yes. 

Mr.  Hoenig.  Senator,  I  was  just  going  to  add  that  I  agree  that 
we  should  get  out.  We,  like  San  Francisco,  have  worked  with  both 
the  banking  and  community  groups  to  bring  them  together  and 
hear  from  one  another,  so  that  some  of  this  stuff  is  laid  on  the 
table. 

Senator  Sarbanes.  So  they  hear  directly  from  each  other.  I  think 
that's  very  important,  not  that  you're  always  the  buffer  in  between. 


64 

Some  of  these  lenders  ought  to  hear  from  some  of  these  people 
who  have  been  victimized  by  colleagues  of  theirs  in  the  business 
because  a  lot  of  these  lenders  deplore  what  took  place  themselves. 

Mr.  Hoenig.  And  it  also,  as  you're  saying  here  today,  it  allows 
them  to  see  what  the  other  is  and  know  who  the  other  is.  I  think 
that  is  a  step  in  the  right  direction.  It  takes  it  out — although  there 
are  at  times  very  heated  comments — it  does  take  it  somewhat  out 
of  the  confrontational  mode  immediately  and  looks  for  solutions.  I 
think  that  is  the  better  approach  over  the  long  term. 

Mr.  Boehne.  I  might  just  add  to  that.  All  of  these  educational 
activities  we  have  been  doing  in  Philadelphia.  But  we  also  have 
something  which  has  been  quite  effective,  Senator  called  the  Dela- 
ware Valley  Mortgage  Plan,  in  which  we  indeed  bring  together  vic- 
tims as  well  as  lenders,  but  this  process  also  has  an  appeal  process 
in  which,  if  there  are  slip-ups  or  people  feel  they  have  not  gotten 
a  mortgage  they  deserve,  that  they  have  an  appeal  process.  This 
has  really  been  quite  effective. 

We  have  something  like  a  quarter  of  a  billion  dollars  in  mort- 
gages that  this  mechanism  now  has  on  the  books.  I  must  say,  it 
has  worked  well  from  the  community  side  as  well  as  from  the 
bankers'  side. 

Mr.  Hoenig.  Senator,  I  must  say,  too,  that  I  think  the  bankers 
have  gotten,  or  their  attention  has  been  raised  to  this  issue.  I  think 
they  are  more  looking  out  to  how  they  can  interract  with  the  com- 
munity. 

Senator  Sarbanes.  The  other  point  I  want  to  make  before  I  turn 
to  the  more  general  discussion  is  my  colleague,  Senator  Faircloth, 
was  talking  about  the  independence  of  central  banks  and  its  impor- 
tance. 

A  study  that  the  Joint  Economic  Committee  did  find  that,  in  the 
major  industrialized  countries,  the  central  bank  officials  who  made 
monetary  policy  decisions,  as  members  of  the  Open  Market  Com- 
mittee do  in  this  country,  all  were  in  effect  appointed  through  a 
public  process. 

In  other  words,  their  status  as  a  decision-maker  for  that  purpose, 
in  one  way  or  another,  received  a  public  imprimatur,  even  in  Ger- 
many, which  reputedly  has  the  most  independent  of  all  central 
banks,  or  so  it's  played  up  on  occasion. 

The  11  land  bank  presidents  who  participate  in  monetary  policy 
decisions  are  all  appointed  by  the  upper  house  of  the  German  par- 
liament. 

We  were  not  able  to  find  any  instance  in  which  people  would 
make  important  monetary  policy  decisions  who  got  their  place 
there  simply  through  a  private,  through  a  selection  process  in  the 
private  sector.  So  I  just  wanted  to,  in  effect,  expand  or  clarify  that 
record. 

Let  me  turn  to  the  situation  in  which  we  now  find  ourselves. 

Given  the  deficit  problem,  is  there  anyone  on  the  panel  who 
thinks  that  we  should  pursue  an  expansionary  fiscal  policy  over  the 
next  5  years?  Or  would  everyone  regard  that  the  deficit  is  such  a 
problem,  that  we  need  to  try  to  get  the  deficit  down  and  therefore, 
essentially,  we  have  to  have  a  contractionary  fiscal  policy?  Would 
anyone  disagree  with  that? 
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Mr.  Corrigan.  I'm  not  sure  which  way  you  stated  it.  Are  you 
saying  that  deficit  reduction  should  be  the  principal  or  primary 
goal  of  fiscal  policy? 

Senator  Sarbanes.  No,  I'm  not  going  that  far.  Im  not  saying 
principal  or  primary,  but  an  important  goal,  and  therefore,  that  the 
policy  has  to  be  contractionary. 

If  you  make  it  so  primary  that  it's  overwhelming,  at  least  it 
seems  to  me — let  me  put  this  to  you  and  see  if  I  get  disagree- 
ment—that you  try  to  do  so  much  on  the  deficit  front  so  quickly, 
that  you  provoke  the  economy  into  an  economic  downturn.  Then 
you'll  get  more  joblessness,  less  production,  and  a  bigger  deficit  as 
well.  But  I'm,  in  effect,  positing  that  deficit  reduction  is  an  impor- 
tant objective  and  that  the  fiscal  policy  has  to  reflect  a  path  for  def- 
icit reduction.  I  take  it  people  would  agree  with  that. 

Mr.  Parry.  Correct. 

Senator  Sarbanes.  All  right.  Now  if  that's  the  case,  where  is  the 
impetus  going  to  come  from  for  an  expanding  economy?  In  other 
words,  to  keep  the  economy  moving  on  an  upward  course  so  it,  in 
effect,  can  handle  the  deficit  reduction  without  being  precipitated 
into  a  downturn,  so  we  then  get  a  triple  dip,  and  we  get  all  the 
problems  associated  with  unemployment,  including  the  problem  of 
a  higher  deficit. 

It,  in  effect,  has  the  seeds  of  its  own  problem  in  it.  Now  how  are 
we  going  to  get  that  continued  lift  to  the  economy?  And  in  particu- 
lar, what  is  your  burden  in  that  regard? 

Mr.  Corrigan.  Let  me  take  a  stab  at  it  and  others  can  jump  in 
as  they  see  fit.  . 

First  of  all,  I  think  one  of  the  points  that  has  been  made  in  sev- 
eral different  ways  and  forms  here  is  that  there's  a  lot  of  good  stuff 
going  on  at  the  fundamental  levels  of  the  economy,  the  private 
economy,  in  terms  of  restructuring  productivity,  balance  sheet  im- 

Erovement,  substantial  improvement  in  the  financial  condition  of 
anks  and  financial  institutions,  and  substantial  enhancements  in 
the  competitiveness  of  U.S.  industry. 

All  that  stuff,  in  and  of  itself,  I  think,  bodes  rather  well  indeed 
out  over  the  intermediate  term  and  I  think  will  help  to  provide 
that  source  of  underlying  strength  in  the  economy  that  you're 
searching  for. 

Second,  in  an  environment  in  which  inflationary  pressures  re- 
main subdued,  to  put  it  in  a  noncontentious  way  as  to  exactly  what 
that  means,  I  think  that  works  in  the  same  direction. 

Third,  as  we've  seen  just  in  recent  weeks,  the  market  place 
seems  to  have  embraced  the  prospect  that  the  deficit  may  indeed 
come  down  in  a  material  way.  And  one  of  the  things  that's  hap- 
pened is  that  interest  rates  have  come  down  rather  substantially. 

That  I  think  provides  a  little  insurance,  so  long  as,  of  course, 
that  process  is  not  reversed.  And  I  don't  think  that  one  could  rule 
out  the  possibility  that  if  the  market  place  were  disappointed  by 
the  inability  of  the  Congress  and  the  administration  to  deliver,  that 
improvement,  dramatic  improvement  that  we've  seen,  could  easily 
be  lost  and  lost  in  a  hurry.  But  for  the  time  being,  at  least,  and 
hopefully,  for  a  long  time  to  come,  that  also  helps. 

And  last,  but  certainly  not  least,  as  I  mentioned  a  little  earlier, 
as  the  deficit  comes  down,  other  things  being  equal,  that  is  tanta- 
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mount  to  or  economically  the  equivalent  of  a  potentially  large,  if 
not  very  large,  increase  in  private  savings,  as  the  financing  re- 
quirements of  the  Federal  sector  are  reduced. 

So  I  think  there's  quite  a  rich  menu  of  things  there  that  can 
work  in  the  direction  of  quite  an  acceptable,  if  not  rather  impres- 
sive, pattern  of  economic  performance  out  over  the  next  several 
years  over  the  intermediate  term.  Now  others  may  have  a  different 
view. 

Senator  Sarbanes.  I  tend  to  agree  with  that  perception.  I  just 
want  to  make  the  point  I've  consistently  made,  and  that  is  that  a 
tightening,  in  my  view,  of  monetary  policy  by  the  Federal  Reserve 
could  in  fact  cut  that  whole  scenario  that  you've  just  outlined,  cut 
it  off  at  the  knees.  That's  a  very  fundamental  point  that  I  want  to 
communicate  to  this  panel  here  this  morning. 

It  may  in  fact,  then,  if  that  were  to  happen,  precipitate  much  of 
the  very  things  you  don't  want  to  see  happen  because  if  we  cut  the 
recovery  off,  ana  we're  not  going  to  be  able  to  work  out  of  it  on  this 
scenario,  then  you're  going  to  get  a  fiscal  policy  that  automatically 
responds  to  it,  which  neigh  tens  your  deficit  problem.  You  may  get 
an  even  more  active  fiscal  policy  to  try  to  respond  to. 

So  it  seems  to  me  we're  at  the  point  now,  and  I  frankly  think 
that  the  President  has  done  a  very  good  job  of  analyzing  this  prob- 
lem. The  President's  program,  as  I  perceive  it,  is  to  get  some  imme- 
diate short-term  stimulus  to  try  to  give  an  additional  boost  to  com- 
ing out  of  this  recession  recovery,  to  keep  that  moving.  But  the  es- 
sential thrust  of  his  fiscal  policy  is  contractionary  because  his  es- 
sential thrust  of  the  fiscal  policy  is  essentially  directed  to  deficit  re- 
duction with  two  trends,  as  it  were. 

One  is  the  spending  tax  side  itself  combined  and  the  other  is 
what  he  proposes  to  do  on  health  care,  since,  as  you  project  out  into 
the  future,  we're  going  to  have  a  future  problem,  a  deficit  problem 
on  the  health  care  side  if  we  don't  address  the  issue  of  health  care 
reform. 

But  if  you  can  do  that  as  well,  you  can  project  out,  I  think,  on 
fairly  reasonable,  conservative  assumptions,  a  growth  path  for  the 
economy  that  sees  the  economy  growing,  unemployment  coming 
down,  and  the  deficit  being  reduced  over  time. 

Of  course,  that's  the  scenario,  I  assume  the  scenario  all  of  us 
would  like  to  see.  If  there's  people  at  the  table  who  don't  want  to 
see  that  kind  of  scenario,  I'd  like  to  know  about  it,  and  why. 

Now  the  question  is  what  will  work  to  help  bring  us  out  of  that? 
My  own  view  is  that,  given  the  current  inflation  situation,  which 
I  do  not  see  as  a  pressing  issue,  although  you  always  worry  about 
it  and  I  know  central  bankers  worry  about  it  in  particular.  But  it 
seems  to  me  we  have  a  margin  here  to  pursue  this  course. 

Let  me  read  you  an  interesting  exchange  we  had  with  Samuelson 
and  then  Hoskins,  at  that  hearing.  We  probably  should  have  made 
this  transcript  available  to  you  since  we've  so  constantly  referred 
to  it. 

We  were  addressing  the  steep  yield  curve  problem.  I  said  to  Paul 
Samuelson,  I  want  to  be  clear  on  one  point  with  respect  to  this 
steep  yield  curve.  As  I  understood  your  testimony  earlier,  making 
reference  to  the  money  traders  with  whom  you  have  been  in  con- 
tact, the  high  rates  on  long-term  securities,  as  you  understand  it 
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from  them,  is  attributable,  at  least  in  part,  to  their  expectation 
that  the  Fed  will  tighten  monetary  policy  in  order  to  combat  some 
inflation  that  they  might  see  coming,  or  conjure  up  as  coming,  as 
you  begin  to  get  a  recovery.  Therefore,  given  that  position  of  the 
Fed,  the  longer  term  securities  are  staying  at  a  higher  rate.  Is  that 
correct? 

And  Samuelson  says,  yes,  and  it  is  incorrect  in  my  experience 
that  the  smart  people  in  the  money  markets  see  bottlenecks  in  the 
production  process  which  are  going  to  raise  prices  as  soon  as  out- 
put rises,  or  see  a  resurgence  of  militant  union  wage  activity. 
That's  the  explanation  usually  given. 

Then  I  said,  well,  that's  the  explanation  Mr.  Hoskins  gives  here 
today. 

And  Samuelson  said,  well,  I  don't  want  to  comment  on  that. 
Then  later,  with  Mr.  Hoskins,  I  had  this  exchange. 

How  do  you  square  the  fact  that  by  any  rational  judgment,  the 
apprehension  about  inflation  should  be  less  now  than  at  other 
times  in  our  recent  history?  And  yet,  the  yield  curve,  according  to 
your  statement,  is  the  steepest  it's  ever  been. 

That  would  only  square  if  one  could  rationally  argue  that  the  ap- 
prehension of  inflation  now  was  the  worst  it's  ever  been.  That's 
clearly  not  the  case  going  back  through  the  post-war  period. 

So  you  have  had  other  periods  of  time  when  the  apprehension  of 
inflation  was  reasonably  much  greater  than  it  is  now  and  the  yield 
curve  was  not  as  steep. 

Now  doesn't  that  lend  credence  to  the  point  that  is  being  made 
that  maybe  a  contributing  factor  to  the  steepness  of  the  yield  curve 
is  a  perception  that  the  Fed  is  going  to  embark  on  this  policy  and 
that  interest  rates  are  going  to  go  back  up  again? 

This  was  a  few  months  ago  and  I  think  that  a  lot  of  those  percep- 
tions have  changed.  I  think  perhaps  the  perception  of  what  the  Fed 
might  do  has  changed.  I  think  there  is  a  perception  that  the  fiscal 
program  here  is  probably  more  serious  than  it's  been  in  a  long,  long 
time  in  terms  of  addressing  the  fiscal  issues  and  the  working  rela- 
tionship between  the  President  and  the  Congress,  and  that  that's 
also  having  an  impact. 

But  I,  for  one,  think  that  it  is  reasonable  to  expect  that  if  we 
seek  to  address  the  fiscal  policy  issue,  particularly  the  deficit  re- 
duction question,  as  the  President  has  done — now  what  the  Presi- 
dent is  doing,  he's  saying  he's  going  to  reduce  spending  and  taxes 
and  the  two  together  constitute  a  deficit  reduction  program. 

He's  not  completely  eliminated  all  additional  investment  in  the 
growth  of  the  economy  because  it's  his  perception  that  we  need  to 
do  some  of  those  things  to  strengthen  our  economic  position  for  the 
future — research  and  development,  education  and  training,  infra- 
structure, and  so  forth. 

It  seems  to  me  reasonable,  if  we're  going  to  tighten  this  thing  up 
to  address  these  problems,  which  I  think  all  or  most  of  you  have 
been  telling  us  we  ought  to  be  doing  over  the  years,  I  think,  that 
we  ought  to  anticipate  or  look  for,  given  the  current  performance 
on  the  inflation  front,  that  monetary  policy  is  going  to  work  in  a 
way  that  it  is  going  to  make  a  contribution  toward  this  economic 
recovery.  And  that,  certainly  in  my  perception,  a  tightening  of  mon- 
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etary  policy  under  current  circumstances  would  in  effect  just  cut 
the  recovery  at  the  knees.  I  just  simply  want  to  lay  that  out  to  you. 

Mr.  Melzer.  Senator,  could  I  make  one  comment  in  connection 
with  that? 

Senator  Sarbanes.  Surely,  Mr.  Melzer. 

Mr.  Melzer.  I  guess  in  my  experience  I  would  not  be  inclined  to 
associate  a  steep  yield  curve  with  fears  of  tightening.  I  think  it's 
very  hard  to  know  what  is  actually  being  reflected  in  longer  term 
yields.  But  in  my  judgment,  there  was  a  significant  inflation  and 
uncertainty  premium  associated  with  concern  about  our  ability  to 
get  the  deficit  under  control  which  might  ultimately  lead  to  mone- 
tization  of  the  deficits.  That's  something  I've  heard  about  consider- 
ably. 

So  I  would  say  that,  to  a  large  extent,  what's  happened  to  the 
yield  curve,  and  I  think  Jerry  touched  on  this  before,  has  to  do  with 
changed  perceptions  about  the  course  of  the  deficit.  But  I  don't 
think  that — I  don't  know  who  Professor  Samuelson  talked  to,  but 
I  don't  think  that  would  be  the  view  one  would  get  from  a  number 
of  traders  with  respect  to  why  the  yield  curve  was  steep. 

Senator  Sarbanes.  Well,  it  wouldn't  be  irrational  for  a  trader 
who  expected  to  tighten,  to  take  interest  rates  up  again,  to  act  ac- 
cordingly, would  it,  if  that  was  his  expectation? 

Mr.  Corrigan.  Let's  put  it  this  way,  Senator.  I  think  the  events 
of  the  recent  weeks  have  suggested 

Senator  Sarbanes.  No,  wait  a  minute.  I  want  Mr.  Melzer  to — 
let's  not  bring  in  this  New  York  expertise  at  the  moment.  I  want 
Mr.  Melzer  to  respond  to  that  question.  Would  it  be  irrational? 

Mr.  Melzer.  Could  you  repeat  your  question,  Senator? 

Senator  Sarbanes.  It  wouldn't  be  irrational  for  a  trader  who  ex- 
pected that  the  Fed  was  going  to  take  the  rates  up  to  act  accord- 
ingly, and  therefore,  hold  the  longer  term  rates  up,  would  it? 

Mr.  Melzer.  Well,  I  think,  as  a  matter  of  fact,  if  there  were  ex- 
pectations of  tightening,  you  would  see  those  manifested  most  sig- 
nificantly in  short-term  rates.  You  would  see  it  in  bill  rates,  not  in 
the  longer  rates. 

Mr.  Parry.  It  would  have  led  to  a  flattening  in  the  yield  curve. 

Senator  Mack.  I  was  just  going  to  say,  if  I  can  hop  in  here — if 
I  can  hop  in  here,  not  being  a  trader,  but  it  seems  to  me  that  it 
would  be  reasonable  that  somebody  might  conclude  that  if  there 
was  an  increase  in  short-term  rates  driven  by  the  Fed,  that  that's 
a  sign  of  tightening  and  inflation -fighting  and  therefore,  long-term 
interest  rates  would  come  down. 

Mr.  Parry.  You  can  cut  this  many  ways. 

Senator  Mack.  I'm  not  a  trader,  so 

Mr.  Melzer.  I  guess  the  one  other  comment  I  would  make,  and 
I  might  just  note  that  my  voting  period  ended  in  December,  at 
which  time  I  was  in  agreement  with  policy.  I  didn't  vote  in  the 
meeting  in  February,  but  I  was  in  agreement  with  the  decisions 
reached  at  that  time.  So  I'm  not  making  a  comment  on  a  short-run 
monetary  policy  view. 

But  I  think  the  question  about  what  constitutes  a  monetary  pol- 
icy tightening  is  a  very  tricky  one.  One  can  look  at  that  in  terms 
of  what  happens  to  the  Fed  funds  rate.  One  can  look  at  that  in 
terms  of  what  happens  to  monetary  aggregates  over  which  the  Fed 
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has  control.  And  it's  possible  in  an  environment  of  an  expanding 
economy,  an  economy  that  may  be  building  momentum,  for  credit 
demands  to  go  up,  for  short-term  market  interest  rates  to  go  up. 
And  to  the  extent  that  a  central  bank  tried  to  peg  the  funds  rate 
at  an  unsustainably  low  level,  it  could  lead  to  more  and  more  rapid 
increases  in  monetary  aggregates. 

So  my  only  point  is  simply  saying  that  the  issue  of  how  one 
measures  whether  or  not  the  Fed  tightens  policy  or  not,  can't  be 
judged  just  on  the  basis  of  what  happens  to  the  Fed  funds  rate,  for 
example. 

Senator  Sarbanes.  Well,  I  don't  quarrel  with  that,  but  let  me  say 
very  bluntly  to  you,  since  Mr.  Corrigan  made  the  point  that  he 
didn't  believe,  if  policies  had  been  different,  we  would  have  had  a 
sea  change.  But  I  think  he  also  admitted  that  it  might  have 
brought  some  changes.  It's  hard  to  quantify  those. 

You  dissented  consistently  last  year  on  the  monetary  policy,  fa- 
voring tighter  policy. 

Mr.  Melzer.  Well,  that's  not  quite  correct. 

Senator  Sarbanes.  It's  not  incorrect,  either,  is  it? 

Mr.  Melzer.  In  fact,  what  I  dissented  against  was  a  tilt  in  policy 
toward  further  ease.  I  didn't  dissent  in  favor  of  tighter  policy. 

Senator  Sarbanes.  Well,  all  right.  I'll  accept  that  correction.  I'll 
go  back  and  make  sure  I'm  accurate  in  phrasing  my  point.  It 
doesn't  detract  from  the  conclusion,  which  is  I  think  that  we  are 
better  off  for  the  Fed  having  followed  the  policy  it  followed,  than 
we  would  be  if  it  had  followed  the  policy  you  sought.  I  want  to  be 
clear  about  that. 

Now  let  me  ask,  finally,  on  this  growth  question.  I  take  it  you 
all  are  expecting  about  a  3-percent  growth  in  1993. 

Mr.  Parry.  Or  higher. 

Senator  Sarbanes.  Or  higher. 

Mr.  Parry.  Somewhat  higher. 

Senator  Sarbanes.  How  high  do  you  think  it  could  go  without 
causing  you  worries  on  the  inflation  front? 

Mr.  Stern.  I  don't  have  a  number  in  mind,  Senator  but  I  think 
it  depends  a  lot  on  what  else  is  happening  both  here  and  abroad. 

For  example,  are  the  economies  of  Europe  recovering  or  aren't 
they?  What  is  happening 

Senator  Sarbanes.  Well,  we're  very  concerned  about  that  be- 
cause the  fourth -quarter  growth  figure,  an  important  factor  in  it 
was  the  export  performance  and  of  course,  the  Europeans  now  are 
really  dipping  and  the  Germans,  actually,  their  latest  figure  had 
negative,  they  went  negative  in  the  last  reporting  period  on  their 
growth. 

Mr.  Stern.  Right.  I  think  it's  probably  true  that  our  economy 
would  do  better  in  the  short-run  if  and  as  those  economies  were 
doing  better  in  the  short-run. 

Nevertheless,  the  only  point  I  wanted  to  make  was  that,  in  try- 
ing to  analyze  a  question  like  you  posed,  it  seems  to  me  it  depends 
a  lot  on  what's  happening  not  only  elsewhere  in  the  world,  al- 
though that's  a  factor,  but  what's  happening  in  the  money  and 
credit  markets  domestically,  what  do  we  see  with  regard  and  what 
do  we  hear  anecdotally  with  regard  to  inflationary  pressures,  and 
so  on  and  so  forth.  In  other  words,  I  think  it  requires  assessing  a 
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broad  range  of  economic  information,  which  is  why  I  don't  have  an 
off-the-top-of-my-head  number. 

Mr.  Broaddus.  I  believe  there's  also  a  timing  issue  here,  Sen- 
ator. My  own  feeling,  and  forecasting  is  difficult,  I  think  there's  a 
good  chance  over  the  next  four  quarters,  maybe  longer,  for  more 
than  the  longer  term  potential  trend  rate  of  growth  to  occur  with- 
out creating  significant  inflationary  pressures. 

When  you  get  beyond  a  year  into  the  very  long-term  future,  I 
think  you  have  to  be  careful.  I  think  most  economists  would  argue 
that  over  the  very  long  run,  the  U.S.  economy  can  probably  grow 
at  about  3  percent.  We're  doing  everything  we  can  to  make  that 
longer-run  potential  growth  rate  higher.  But  that's  a  point  that 
would  have  to  be  taken  account  of  in  looking  at  policy  over  the 
longer  run. 

Senator  Sarbanes.  Do  you  perceive  some  of  the  things  the  Presi- 
dent has  called  for  in  his  investment  program  as  an  effort  to  con- 
tribute to  trying  to  make  that  longer-term  growth  trend  higher? 

Things  like  the  focus  on  education  and  training  and  some  of 
these  investment  things  in  our  plant  and  equipment  and  physical 
capital.  Are  those  the  sorts  of  things  that  would  help  to  raise  the 
longer-term  growth  rate? 

Mr.  Broaddus.  I  really  don't  want  to  comment  in  detail  on  the 
President's  program. 

Senator  Sarbanes.  Well,  let's  abstract  it.  I  probably  shouldn't 
have  done  that. 

Mr.  Syron.  I  think  most  of  us  would  agree  that  anything  you  do 
to  increase  the  share  of  investment  in  GDP  will  get— 4>eing  as  apo- 
litical as  we  can  in  terms  of  exactly  how  you  do  that 

Senator  Sarbanes.  But  investment  embraces  human  as  well  as 
physical  capital,  does  it  not? 

Mr.  Syron.  I  think  that's  correct. 

Senator  Sarbanes.  OK. 

Senator  Mack.  I  wonder  if  I  could  just  raise  one  more  question. 

Senator  Sarbanes.  Sure. 

Senator  Mack.  Again,  brought  forward  as  a  result  of  the  dialog 
here.  Part  of  the  message  here  is  the  attempt  to  coordinate  mone- 
tary policy  with  fiscal  policy.  Again,  the  implication,  I  think,  was 
that  since  the  President's  plan  is  for  the  purpose  of  bringing  about 
deficit  reduction,  and  since  we  all  share  in  the  desire  to  see  deficit 
reduction  come  to  the  forefront,  therefore,  you  all  should  be  accom- 
modating with  a  monetary  policy. 

And  I  would  just  raise  the  question  to  you  all  as  to  whether  it 
makes  a  difference  as  to  how  that  deficit  reduction  is  achieved.  Is 
there  a  difference  in  the  monetary  response  with  respect  to  wheth- 
er that  deficit  reduction  is  achieved  through  tax  increases  or  spend- 
ing cuts? 

Mr.  Corrigan.  Speaking  for  myself,  that  is  not  the  kind  of  ques- 
tion that  we  can  answer.  I  feel  I  should  have  a  judgment  of  the 
context. 

I  think  that  that  involves  the  classic  set  of  political  questions. 
Mr.  Stern's  earlier  answer  is  the  right  answer.  How  one  judges 
these  things,  to  some  extent,  has  to  be  made  in  a  given  set  of  cir- 
cumstances. So  I  don't  think  that  we  can  prefabricate  an  answer, 
especially  as  it  pertains  to  the  monetary  policy  in  this  fashion. 
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Senator  Sarbanes.  Chairman  Greenspan,  I  might  note,  specifi- 
cally deferred  answering  that  question  in  exactly  the  same  way.  He 
said  that  it  is  obviously  a  question  that  is  being  wrestled  with  here 
in  the  Congress  and  elsewhere  and  that  that's  where  it  had  to  be 
decided. 

Well,  gentlemen,  we  thank  you  very  much.  It's  been  a  long,  I 
think,  a  very  helpful  session,  and  we  look  forward  to  visiting  with 
you  again. 

Well  bring  the  hearing  to  a  close.  The  hearing  stands  adjourned. 

[Whereupon,  at  2:05  p.m.,  the  hearing  was  adjourned.] 

[Prepared  statements  and  additional  material  supplied  for  the 
record  follow:] 
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PREPARED  STATEMENT  OF  CONNIE  MACK 

Mr.  Chairman,  having  these  twelve  Regional  Federal  Reserve  Bank  Presidents  be- 
fore us  this  morning  is  an  arrogant  display  of  Congressional  power.  No  one  should 
be  fooled  by  this.  The  purpose  of  this  hearing  is  a  coup  d'etat  on  fiscal  policy.  It 
is  a  naked  attempt  to  intimidate  the  Federal  Reserve  into  an  easier  monetary  stance 
in  order  to  offset  the  contractionary  effects  of  President  Clinton's  high  tax  fiscal  pol- 
icy. 

The  result  will  be  inflation.  This  will  be  bad  for  the  economy;  it  will  erode  savings, 
destroy  the  purchasing  power  of  senior  citizens  on  fixed  incomes,  and  hamper  busi- 
nesses in  their  ability  to  produce  goods  and  jobs. 

Although  this  meeting  is  being  advertised  as  a  routine  inquiry  into  regional  eco- 
nomic conditions,  we  all  know  what  is  at  stake  and  the  media  is  properly  reporting 
it. 

On  CNBC  yesterday  morning,  for  example,  it  was  reported  that  the  twelve  Presi- 
dents were  going  to  get  "hammered"  into  an  easier  money  policy  by  this  Committee. 
I  guess  some  people  think  that  inflation  will  make  President  Clinton's  tax  hikes 
easier  to  swallow. 

As  bad  as  this  easy  money  push  is,  I  worry  that  it  will  be  part  of  a  larger  agenda 
of  increasing  Congressional  control  over  monetary  policy.  I  expect,  for  example,  to 
hear  more  of  the  effort  being  made  to  accomplish  this  by  eliminating  the  role  of 
these  twelve  Presidents  on  the  Open  Market  Committee. 

Exerting  more  congressional  control  would  be  a  horrible  mistake.  Given  Congress' 
abysmal  record  on  fiscal  policy,  I  can  think  of  few  things  more  frightening  for  the 
economic  and  inflation  outlook  than  to  increase  Congress'  role  in  the  conduct  of 
monetary  policy. 

It's  useful  to  compare  the  performance  of  a  couple  of  Federal  Reserve  policy  meas- 
ures— inflation  and  interest  rates — with  two  Congressional  policy  measures — taxing 
and  spending.  In  recent  years,  inflation  and  interest  rates  have  been  going  in  the 
right  direction.  But  taxing  and  spending  have  been  going  in  the  wrong  direction — 
up. 

I  can  easily  conclude  that  giving  Congress  more  control  over  monetary  policy 
would  make  inflation  and  interest  rates  reverse  course.  In  fact,  President  Clinton's 
own  Under  Secretary  of  the  Treasury,  Larry  Summers,  concludes  the  same  thing. 

He  told  a  Kansas  City  Federal  Reserve  Bank  conference  recently  of  the  strong 
link  between  central  bank  independence  and  low  inflation.  His  study  reviewed  a 
number  of  industrialized  countries  throughout  the  world  and  found  that  when 
central  banks  were  under  political  influence,  inflation  was  common. 

This  is  exactly  what  the  push  for  easy  money  represents.  My  view,  which  is 
shared  by  many,  is  that  the  role  of  monetary  policy  in  this  country  is  to  assure  sta- 
ble prices  and  a  predictable  environment  for  businesses  to  produce  jobs  and  employ 
people.  When  pnces  are  stable,  earning  power  is  maintained,  retirement  incomes 
are  Kept  whole,  home  mortgages  remain  affordable,  and  conditions  are  improved  for 
business  formation  and  job  creation. 

By  virtually  all  measures,  prices  are  remarkably  stable  these  days.  The  tradi- 
tional measure,  the  CPI,  has  shown  less  movement  over  recent  years  than  in  any 
time  over  the  past  twenty  years.  Gold  and  commodities  show  no  serious  deflation. 

Easy  money  advocates  generally  point  an  accusing  finger  toward  M2.  That  mone- 
tary aggregate  bias  grown  far  below  its  target  rate. 

But  Pve  noticed  in  reviewing  some  of  the  testimony  that  M2  is  not  controlled  by 
the  Fed,  at  least  in  part  because  there  are  no  reserve  requirements  on  small  time 
deposits.  Because  of  the  low  interest  rates  paid  on  bank  deposits  these  days,  many 
of  these  small  deposits  are  moving  out  of  banks  and  into  mutual  funds  seeking  high- 
er rates.  If  you  add  these  flows  back  into  M2,  it's  growing  at  about  4.8  percent, 
which  is  on  line  with  an  economy  growing  at  a  nominal  GDP  rate  of  5.4  percent 
over  the  past  four  quarters. 

Those  monetary  aggregates  that  the  Fed  can  control,  Ml  and  the  monetary  base, 
are  growing  very  fast.  Maybe  we  are  aiming  our  cannons  at  the  wrong  target.  In- 
stead of  shooting  at  the  Fed,  maybe  we  should  be  trying  to  get  banks  to  lend  again. 

I  hope  bank  lending  will  pick  up  quickly.  The  economy  is  speeding  up,  and  loan 
demand  will  grow.  But  the  tax  hikes  that  have  been  proposed  by  the  Clinton  Admin- 
istration will  throw  a  wet  blanket  on  the  economy.  They  will  slow  employment  and 
production,  and  there  will  be  fewer  goods.  If  the  Congress  forces  an  easy  money  pol- 
icy to  offset  the  contractionary  effects  of  the  President's  fiscal  policy,  inflation  will 
follow. 

If  we  follow  the  path  of  easy  money,  we'll  have  the  classic  case  of  more  money 
chasing  fewer  goods,  and  the  result  will  be  inflation.  In  fact,  inflation  accompanying 
higher  taxes  is  the  recipe  for  stagflation. 
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The  bottom  line  is  that  it  would  be  bad  policy  to  have  Congress  able  to  exert  more 
control  over  monetary  policy.  I  do  not  want  to  see  a  coup  aetat  at  the  Fed  for  the 
purpose  of  promoting  easy  money  and  inflation.  Think  of  the  devastation  this  policy 
caused  to  senior  citizens  in  the  late  1970s.  Back  then,  people  saw  25  percent  of  their 
savings,  which  are  the  earnings  of  a  lifetime,  disappear  because  of  the  effects  of 
easy  money. 

Those  who  call  for  easy  money  want  interest  rates  to  continue  their  downward 
trend.  But  excessive  money  growth  causes  long-term  rates  to  go  up,  not  down. 

Those  who  have  been  infatuated  with  the  performance  of  financial  markets  in  re- 
cent months  are  saluting  President  Clinton.  But  they  should  be  singing  the  praises 
of  Alan  Greenspan,  the  twelve  regional  Bank  Presidents,  and  their  commitment  to 
a  sound  dollar  instead. 

STATEMENT  OF  E.  GERALD  CORRIGAN 
President,  Federal  Reserve  Bank  of  New  York 

Mr.  Chairman,  members  of  the  Committee,  I  am  pleased  to  have  this  opportunity 
to  discuss  with  you  recent  economic  trends  in  the  Second  Federal  Reserve  District. 
In  keeping  with  your  request,  my  prepared  remarks  are  very  brief,  but  I  have  in- 
cluded with  my  statement  a  great  deal  of  statistical  and  anecdotal  information  bear- 
ing on  recent  trends  in  the  District.  These  materials  include:  (1)  a  comprehensive 
set  of  charts  and  tables  on  various  indicators  of  economic  conditions;  (2)  a  digest 
of  observations  and  comments  made  by  the  members  of  the  Bank's  Small  Business 
and  Agriculture  Advisory  Council  at  its  most  recent  meeting,  which  was  held  on 
February  5,  1993,  and  (3)  the  results  of  the  latest  informal  survey  of  10  large  and 
15  smaller  businesses  regarding  the  economic  outlook  as  seen  by  those  firms. 

While  the  Second  District  is  relatively  small  in  geographic  terms — representing, 
for  example,  only  a  small  fraction  of  the  land  area  of  my  former  Federal  Reserve 
home  in  the  Minneapolis  District — it  is  quite  large  and  important  in  economic 
terms.  For  example,  it  is  home  for  about  10  percent  of  the  U.S.  population  and  it 
accounts  for  about  11  percent  and  12  percent,  respectively,  of  national  GDP  and  per- 
sonal income. 

Like  so  much  of  the  rest  of  the  country,  the  last  several  years  have  been  difficult 
for  the  District  in  economic  and  financial  terms.  Indeed,  by  many  indicators,  the  pe- 
riod of  subpar  economic  performance  in  the  District  probably  began  a  little  earlier, 
cut  a  little  deeper  and  lasted  a  little  longer  than  is  the  case  for  the  nation  as  a 
whole.  While  it  is  difficult  to  generalize,  the  reasons  for  this  probably  center  on  dis- 
proportionately greater  problems — either  directly  or  indirectly — in  several  areas,  in- 
cluding: (1)  commercial  real  estate  overbuilding;  (2)  defense  and  aerospace  cutbacks; 
(3)  the  cutbacks  in  employment  in  banking  and  finance;  (4)  corporate  re -structuring 
more  generally,  and  (5)  the  slower  growth  of  exports,  especially  to  Europe. 

Having  said  that,  I  believe  it  is  fair  to  suggest— drawing  on  both  statistical  and 
anecdotal  information — that  the  near-term  outlook  has  improved,  even  if  it  remains 
true  that  certain  structural  elements  will  continue  to  exert  a  drag  on  the  District 
economy  for  some  time. 

While  some  of  these  lingering  problems  are  very  real,  the  fact  remains  that  the 
District's  economy  is  rich  and  diverse  and  has  certain  sources  of  underlying 
strength.  For  example,  the  State  of  New  York  produces  a  dramatically  dispropor- 
tionate number  of  the  most  scientifically  talented  high  school  seniors  in  the  United 
States,  accounting  for  43  percent  of  those  cited  in  the  1991  Westinghouse  Talent 
Search  and  35  percent  of  the  outright  winners  in  that  competition.  Another  impor- 
tant source  of  its  strength  rests  in  its  strong  ties  to  the  international  community 
at  large — ties  that  extend  well  beyond  New  York  City's  critical  role  as  one  of  the 
most  important,  if  not  the  most  important,  international  financial  center  in  the 
world.  Here,  too,  the  statistics  tell  quite  an  interesting  and  often  overlooked  story 
that  includes  the  following  features: 

•  In  1990,  an  astonishing  28  percent  of  all  residents  in  New  York  City  were  foreign- 
born. 

•  Foreign-owned  firms  employ  about  a  half  million  workers  in  the  New  York  metro- 
politan area,  which  is  the  equivalent  of  about  25  percent  of  total  employment  in 
the  greater  Washington,  DC  metropolitan  area. 

•  New  York  ranks  third  behind  California  and  Texas  in  the  value  of  goods  exports 
and  would  probably  be  our  largest  exporting  state  if  data  on  service  exports  were 
available  on  a  state-by-state,  basis. 

While  the  District  as  a  whole  has  a  broad  and  diverse  economic  base — including 
its  strong  international  orientation — New  York  City  has  a  very  special  place  in  the 
economy  of  the  region,  the  district,  the  nation  and,  indeed,  the  world.  While  the 
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term  "Big  Apple"  is  widely  cited,  we  sometimes  forget  just  how  big  the  apple  really 
is.  For  example: 

•  If  New  York  City  were  a  stand-alone  country,  its  economy — using  conservative  es- 
timates— would  rank  12th  among  the  nations  of  the  world; 

•  Manhattan  alone  has  more  office  space  than  the  combined  total  of  the  next  eight 
largest  central  business  districts  in  the  United  States. 

I  cite  these  statistics  not  simply  because  they  are  so  dramatic,  but  also  because 
the  recent  period  of  weak  economic  performance  has  been  even  more  pronounced  in 
the  City  than  in  the  District  as  a  whole.  While  there  are  straws  in  the  wind  that 
suggest  the  economy  of  the  City  may  at  last  be  firming,  the  strains  on  the  City's 
economic  and  social  infrastructure  growing  out  of  this  prolonged  period  of  subpar 
economic  performance  have  been  quite  serious.  Despite  this,  the  City,  and  the  State, 
too,  have  done  a  commendablejob  in  managing  their  fiscal  affairs,  but  not  without 
great  difficulty.  Moreover,  the  City's  demographic  profile  is  such  that  the  burden  as- 
sociated with  social,  educational,  and  health  care  costs  will  remain  a  formidable 
problem  for  both  the  public  and  private  sectors  for  as  far  as  the  eye  can  see. 

In  summary,  the  City,  the  State  and  the  District  as  a  whole  have — like  much  of 
the  nation — gone  through  a  difficult  period.  At  present,  most  indicators  point  to  im- 
proving conditions,  but  a  number  of  more  fundamental  or  structural  factors  will 
tend  to  moderate  the  process  of  recovery.  Taking  a  somewhat  longer  view,  I  am 
quite  confident  that  the  underlying  strength  and  diversity  of  District  economy  will 
provide  the  framework  for  renewed  vitality  and  growth — a  process  that  will  feed  on 
itself  as  the  structural  overhang  of  the  past  abate. 

Thank  you. 
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Appendix  II 

SUMMARY  OF  PROCEEDINGS:  FEBRUARY  5  MEETING  OF  THE 

SMALL  BUSINESS  AND  AGRICULTURE  ADVISORY  COUNCIL 

OF  THE  FEDERAL  RESERVE  BANK  OF  NEW  YORK* 

Overview:  More  Similarities  than  Differences 

All  of  the  members  of  the  Bank's  Small  Business  and  Agriculture  Advisory  Coun- 
cil expect  improved  cyclical  conditions  in  1993,  though  profit  and  employment  pros- 
pects for  their  various  industries  and  companies  differ  sharply. 

Manufacturers  reported  considerable  strength  in  new  orders,  with  several  operat- 
ing at,  or  close  to,  full  capacity  utilization.  Crop  farmers  expect  modest  sales  gains 
following  last  year's  weather-induced  output  declines.  Only  one  farmer,  however, 
looks  forward  to  very  strong  sales  and  profit  growth  this  year.  Most  of  the  Council 
members  anticipate  continued  wage  restraint  and  both  resource  and  product  price 
weakness.  One  farmer,  however,  finds  little  market  resistance  to  steep  product  price 
increases  where  there  exist  special  market-niche  situations. 

All  of  the  members  of  the  Council  expressed  concern  and  frustration  over  the 
growth  and  expense  of  regulatory  burdens,  especially  mandated  costs.  Further,  each 
continues  to  be  discouraged  by  paperwork  burdens  associated  with  bank  lending. 
Success  obtaining  funds  varied  across  companies,  though  most  of  the  manufacturers 
and  all  of  the  farmers  reported  that  credit  is  available.  Several  manufacturers  indi- 
cated increasing  reliance  on  creative  financing  strategies  and  nonbank  lenders  in 
order  to  obtain  funds. 

The  Improving  Business  Outlook 

Manufacturers  on  the  Council  reported  overall  improvement  in  business  condi- 
tions over  the  past  several  months.  In  most  companies,  a  stream  of  new  orders  and 
very  high  rates  of  capacity  utilization  are  expected  to  raise  sales  to  the  highest  level 
in  several  years.  A  softgoods  manufacturer  reported  that  recent  sales  gains  reflect 
a  national  uptrend  in  the  industry.  A  manufacturer  of  industrial  components  antici- 
pates outstanding  sales  and  profits  in  1993  as  the  business  cycle  strengthens  and 
secular  demand  grows  for  his  company's  products.  Although  the  head  of  another  in- 
dustrial components  company  noted  that  his  firm  is  operating  at  full  capacity,  his 
profits  are  depressed  and  his  industry  continues  to  experience  a  long-term  struc- 
tural decline.  One  manufacturer  indicated  that  while  his  order  book  currently  is  full, 
deep  defense-spending  cutbacks  could,  eventually,  hurt  his  company. 

Farmers  on  the  Council  are  less  sanguine  than  their  manufacturing  counterparts. 
Crop  farmers  continue  to  be  hampered  by  the  effects  of  last  year's  cool,  damp  weath- 
er in  the  northeast.  Although  a  moderate  recovery  is  anticipated  this  year,  a  nation- 
wide glut  of  some  fruits  and  vegetables  (notably  apples)  will  put  powerful  competi- 
tive pressures  on  revenues  and  profit  margins. 

No  Inflationary  Pressures 

Despite  rising  production  and  sales  in  1993,  most  of  the  Council  members  do  not 
anticipate  a  significant  increase  in  input-price  or  product-price  inflation.  Manufac- 
turers expect  input  prices  to  rise  in  1993  Dy  less  than  the  overall  inflation  rate.  A 
subcontractor  finds  that  the  lack  of  *T)ig  buys"  (i.e.,  large  orders)  is  keeping  input 
prices  near  their  1992  lows;  a  manufacturer  of  industrial  components  anticipates 
perhaps  a  2  percent  to  3  percent  price  increase  this  year  for  raw  materials.  For  a 
softgoods  manufacturer,  high  introductory  prices  for  new  raw  materials  are  making 
it  significantly  more  expensive  to  turn  out  products. 

Farmers  anticipate  a  roughly  3  percent  to  4  percent  increases  in  fuel,  seed  and 
fertilizer  prices  in  1993.  One  farmer  reported  commodity  lamb  prices  up  by  10  per- 
cent over  last  year's  level. 

Generally  weak  input  prices  and  tougher  competition  in  most  industries  will  force 
both  the  manufacturers  and  the  farmers  to  hold  the  line  on  price  increases.  A  manu- 
facturer of  industrial  components  indicates  that  some  of  his  competitors  are  slashing 
prices  to  "suicidal  levels  in  order  to  hold  on  to  customers.  Another  manufacturer 
finds  it  so  difficult  to  raise  prices  that  his  profit  margins  have  become  "perilously 
thin."  However,  one  softgoods  manufacturer  anticipates  sufficient  cost-push  inflation 
to  boost  product  prices  sharply  in  1993  at  the  wholesale  and  the  retail  levels. 

Farmers  on  the  Council  almost  uniformly  expect  to  receive  only  nominal  price  in- 
creases at  most.  Though  national  surpluses  of  some  products  are  putting  strong 


*The  nine  members  of  the  Council  represent  a  cross-section  of  service  and  manufacturing  com- 
panies, as  well  as  representatives  of  agricultural  companies,  from  throughout  the  Second  Fed- 
eral Reserve  District.  They  serve  three-year  terms  and  meet  three  times  a  year. 
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downward  pressure  on  prices  received  by  farmers,  retailers  seem  unwilling  to  pass 
along  these  price  declines  to  consumers. 

Divergent  Employment  Trends 

Employment  prospects  differ  sharply  at  the  four  manufacturing  companies  and 
three  farms  represented  on  the  Council.  Two  of  the  manufacturers  plan  to  add  work- 
ers aggressively  during  1993,  though  hiring  by  one  of  these  companies  may  be  ham- 
pered by  shortages  of  skilled  workers  in  the  local  labor  market.  Two  other  manufac- 
turers expect  to  trim  jobs. 

After  a  two-year  wage  freeze,  one  manufacturer  anticipating  a  sizable  increase  in 
hiring  expects  to  sign  a  three-year  union  contract  calling  for  consecutive  annual 
wage  increases  in  the  4.0  percent  to  4.5  percent  range.  Wage  increases  at  the  other 
firm  anticipating  substantial  new  hires  also  are  expected  to  average  4.0  percent  to 
4.5  percent  this  year,  and  the  company's  shift  differential  will  be  raised  from  its  cur- 
rent 5  percent  level.  One  company  recently  started  an  ESOP  and  cafeteria  benefits 
plan  "and  everyone's  happy  with  it." 

Cross-currents  of  automation  (which  will  slash  manual  jobs)  and  "made  in  the 
USA"  pressures  (that  will  raise  domestic  employment)  are  likely  to  leave  employ- 
ment roughly  unchanged  this  year  at  a  softgoods  manufacturer.  Both  of  these  forces 
are  to  raise  the  average  wage  paid  to  workers  in  this  company.  Downward  price  and 

{>rofit  pressures  at  one  industrial  components  company  will  result  in  modest  job 
osses  at  all  levels"  this  year.  Reversal  of  these  job  losses  would  depend  on  produc- 
tivity gains,  but  low  expected  rates  of  return  on  investment  preclude  the  purchase 
of  capital  equipment  that  would  make  those  gains  possible.  All  employees  at  this 
company  will  be  required  to  take  a  5  percent  pay  cut  in  1993. 

Changes  in  national  legislation  affecting  the  hiring  of  foreigners  are  expected  to 
reduce  the  number  of  seasonal  farm  workers.  Moreover,  the  continued  disappear- 
ance of  family  farms  will  almost  certainly  reduce  overall  farm  employment  in  the 
Second  District  for  years  to  come.  Nevertheless,  each  of  the  farmers  on  the  Council 
expects  to  increase  wages  for  seasonal  workers  by  4  percent  to  5  percent  this  year. 

Soaring  Regulatory  Compliance  Costs 

Perhaps  no  issue  discussed  at  the  meeting  generated  a  stronger  consensus  than 
the  need  to  do  something  about  soaring  regulatory  compliance  and  government- 
mandated  costs.  Manufacturers  and  farmers  alike  expressed  great  concern  over  the 
costs  of  worker's  compensation,  compliance  with  environmental  regulations  and  pa- 
perwork costs. 

One  manufacturer  indicated  that  he  must  pay  more  than  $220,000  this  year  in 
worker's  compensation  alone,  a  major  burden  for  his  $5  million  company.  A  farmer 
stated  that  he  would  hire  more  workers,  "but  with  worker's  comp  at  $37  per  $100 
of  payroll  for  an  apple  picker,  there's  no  way  I  can  afford  to  do  so."  A  manufacturer 
of  industrial  components  pointed  out  that  it  might  take  four  times  as  much  money 
to  clean  up  the  last  5  percent  of  pollution  than  to  eliminate  the  first  95  percent. 
While  a  softgoods  manufacturer  feels  little  regulatory  burden  now,  this  producer  be- 
lieves that  it  is  inevitable  that  it  will  come  sometime  soon. 

In  conversation  after  the  meeting,  two  manufacturers  said  emphatically  that  ris- 
ing regulatory  compliance  costs  are  hurting  their  companies'  productivity  and  em- 
ployment prospects  by  diverting  financial  resources  away  from  productive  invest- 
ments. 

Emphasis  on  Creative  Financing 

Most  of  the  members  of  the  Council  reported  that  credit  is  available,  though  suc- 
cess obtaining  funds  varied  from  company  to  company.  A  manufacturer  of  industrial 
components  with  no  current  profits  nevertheless  finds  lenders  "definitely  willing  to 
lend  to  us,  no  question,  because  we  have  deposits  in  the  bank."  Alternatively,  a 
manufacturing  subcontractor  finds  continued  unwillingness  by  banks  to  lend  to  his 
company.  Another  manufacturer  observed  that  "banks  are  chasing  after  us  with 
money,  but  then  "they  chase  us  away  with  their  collateral  requirements."  Several 
members  of  the  Council  reported  continuing  resistance  by  lenders  to  borrowers'  use 
of  real  estate  as  collateral. 

According  to  an  industrial  components  manufacturer,  "funds  are  definitely  avail- 
able" from  oanks,  but  *Vou  have  to  be  creative."  This  conclusion  is  consistent  with 
the  experience  of  a  softgoods  manufacturer,  who  also  found  no  trouble  getting  funds 
from  banks  "if  we're  creative."  In  order  to  obtain  large-size  loans,  the  industrial 
components  manufacturer  has  occasionally  "partnered"  its  customers,  thereby  creat- 
ing a  larger,  more  credit-worthy  company.  Similarly,  the  softgoods  manufacturer  has 
merged  units  of  the  company  with  those  of  other  firms  in  order  to  improve  credit 
worthiness.  A  manufacturing  subcontractor  has  turned  increasingly  to  nonbank 
lenders  in  order  to  finance  expansion  and  operations. 
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All  of  the  farmers  agreed  that  the  farm  credit  system  spares  them  from  having 
to  cope  with  the  vicissitudes  of  bank  borrowing.  The  farmers  also  agreed  that  while 
credit  from  local  banks  was  generally  available,  bank  lending  activities  remained 
cautious. 

Appendix  III 

FEDERAL  RESERVE  BANK  OF  NEW  YORK 
Survey  of  Manufacturing  Firms  in  the  Second  District 

Overview 

Discussions  were  held  with  twenty-five  manufacturing  firms  in  the  Second  Dis- 
trict from  February  11  to  February  17  on  their  sales,  prices,  wages,  investment 
plans,  and  exports.  The  sample  included  ten  large  firms  and  fifteen  small  firms. 

The  survey  suggests  a  moderate  increase  in  economic  activity  over  the  period  im- 
mediately ahead.  Eight  of  the  twenty-five  firms  expect  unit  sales  to  grow  by  5  per- 
cent or  more,  with  two  of  these  firms  reporting  that  demand  has  picked  up  notice- 
ably in  recent  months.  Only  three  firms  anticipate  declining  sales.  Almost  all  of  the 
firms  surveyed  feel  they  cannot  raise  prices  by  any  significant  amount  in  the  cur- 
rent environment.  More  than  half  are  cutting  back  on  capital  spending  in  1993,  with 
a  substantial  number  saying  they  are  responding  to  a  slowdown  in  the  aerospace 
industry.  In  addition,  there  appears  to  be  continued  strong  pressure  to  moderate 
wage  increases  and  reduce  employment.  Two-thirds  of  the  firms  expect  exports  to 
grow  at  the  same  rate  or  somewhat  faster  than  last  year. 

Domestic  Sales 

On  the  whole,  the  survey  points  to  a  moderate  increase  in  sales  by  manufacturing 
firms  over  the  next  six  months  (Table  1).  Two  firms  reported  that  they  have  become 
significantly  more  optimistic  in  recent  months.  A  producer  of  computers  felt  that  the 
overall  demand  for  computers  has  picked  up  because  of  lower  interest  rates  and  in- 
creased credit  availability  for  small  firms.  Another  firm  (housewares)  felt  encour- 
aged by  strong  January  sales.  Six  other  firms  project  sales  to  rise  by  at  least  5  per- 
cent, while  all  but  three  firms  expect  either  fiat  or  moderately  higher  sales.  Firms 
in  the  aerospace  industry  reported  that  demand  has  weakened  significantly  in  re- 
cent months,  with  no  turnaround  likely  this  year  or  next. 

Only  one  firm,  a  producer  of  pharmaceuticals,  reported  an  unwanted  increase  in 
inventories. 

Prices 

Eighteen  of  the  twenty-five  firms  expect  to  keep  their  prices  unchanged  over  the 
next  six  months  (Table  2).  Only  one  firm  (air  conditioners)  had  definite  plans  to 
raise  prices,  by  3  percent,  but  this  will  be  the  first  increase  in  18  months.  A  pro- 
ducer of  aluminum  products  hoped  to  raise  prices  by  5  percent  later  this  year  in 
an  attempt  to  make  up  for  having  lowered  prices  in  1992. 

Capital  Spending 

Fourteen  firms  plan  to  cut  investment  spending  in  1993  (Table  3).  Three 
(housewares,  instruments,  paint)  are  finishing  major  projects,  while  the  rest  seem 
to  be  cutting  costs  in  the  face  of  continued  weak  demand,  particularly  in  the  aero- 
space industry.  In  fact,  three  of  the  four  firms  that  recently  scaled  back  spending 
plans  are  responding  to  growing  concerns  about  the  aerospace  industry's  health. 
Only  one  firm  (electric  equipment)  plans  to  increase  its  capital  spending  in  1993. 

Wages  /Employment 

Six  firms  plan  wage  increases  of  5  percent  while  eight  will  not  raise  wages  at  all 
this  year  (Table  4).  Most  of  the  rest  anticipate  wage  increases  of  around  3  percent. 
Almost  half  the  respondents  expected  wage  increases  to  be  smaller  in  1993  than 
they  were  in  1992.  Most  of  the  rest  will  give  wage  increases  similar  to  those  given 
last  year. 

Fourteen  firms  are  planning  to  reduce  their  workforce  over  the  next  six  months 
(Table  4).  Three  of  these  firms  are  cutting  back  after  investing  heavily  in  their  oper- 
ations last  year,  while  the  rest  appear  to  be  under  continued  pressure  to  reduce 
labor  costs.  The  remaining  eleven  firms  do  not  expect  to  increase  the  size  of  their 
workforce  in  1993. 

Exports 

Two  of  the  surveyed  firms  do  not  export,  while  twelve  of  the  other  twenty-three 
firms  expect  moderate  to  strong  export  growth,  despite  the  continued  weakness  in 
European  demand.  Most  of  the  firms  doing  well  are  selling  to  Latin  American  and 
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developing  countries  in  Asia.  As  compared  to  1992,  the  firms  are  equally  divided  be- 
tween those  that  expect  a  slowdown  in  growth  of  foreign  sales,  those  that  expect 
the  same  growth  rate,  and  those  that  expect  an  acceleration  over  the  next  six 
months. 

A  majority  of  the  firms  do  not  feel  that  the  North  American  Free  Trade  Agree- 
ment will  be  a  significant  factor  over  the  next  few  years.  Five  think  it  will  probably 
boost  sales,  while  only  one  (air  conditioners)  thought  it  might  encourage  some  shift 
of  production  to  Mexico.  Two  firms  (appliances,  toys)  already  have  facilities  in  Mex- 
ico and,  as  a  result,  do  not  expect  to  be  significantly  affected  by  the  agreement.  One 
firm  (housewares)  is  concerned  about  increased  competition  from  firms  operating  in 
Mexico. 
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TESTIMONY  BY  EDWARD  G.  BOEHNE 
President,  Federal  Reserve  Bank  of  Philadelphia 

/.  Introduction 

A.  Thank  you  for  inviting  me  here  today  to  discuss  District  economic  conditions 
and  monetary  policy. 

B.  The  Third  Federal  Reserve  District,  headquartered  in  Philadelphia,  includes 
the  state  of  Delaware,  the  southern  half  of  New  Jersey  and  the  eastern  two-thirds 
of  Pennsylvania. 

C.  In  general,  the  economy  of  the  three  states  is  quite  diversified  and  reflects  the 
national  economy  in  terms  of  job  mix. 

//.  District  Economy 

A.  The  Third  District  prospered  during  the  long  economic  expansion  of  the  1980's. 
Unemployment  rates  fell  below  the  national  average,  well  below  in  Delaware  and 
New  Jersey.  The  common  complaint  throughout  much  of  the  District  during  this  pe- 
riod was  the  inability  to  find  qualified  workers. 

B.  Better-than-average  performance  during  the  1980's,  however,  has  turned  to 
worse-than-average  performance  in  the  1990s — the  recession  has  been  deeper  and 
the  recovery  slower  than  in  the  nation  as  a  whole.  The  common  complaint  now  is 
that  people  cannot  find  jobs.  Only  in  Delaware  is  the  number  of  jobs  above  the  level 
recorded  at  the  official  end  of  the  recession. 

C.  Job  losses  have  been  spread  across  every  major  sector  of  the  regional  economy 
and  the  losses  seem  to  be  more  permanent  than  in  previous  recessions  as  many 
firms  are  undergoing  major  restructuring.  For  example,  DuPont  has  reduced  its 
work  force  by  6,000  in  Delaware  alone;  Bell  Atlantic  announced  reductions  of  over 
1,000  jobs  in  New  Jersey  last  year  and  nearly  1,000  in  Pennsylvania.  Auto  plants 
are  scheduled  to  close  in  Trenton  and  Wilmington.  Sears  closed,  a  distribution  facil- 
ity in  Philadelphia  and  a  division  of  Bethlehem  Steel  eliminated  1,900  jobs  in 
Johnstown,  Pennsylvania. 

D.  Despite  these  gloomy  signs  on  the  job  front,  we  are  beginning  to  see  signs  of 
some  pick  up  in  the  District  economy.  Employment  was  up  slightly  during  the 
fourth  quarter  of  1992.  Manufacturers  report  increasing  business  activity  and  most 
retailers  report  sales  gains  in  recent  months.  Even  in  New  Jersey,  the  hardest  hit 
state  in  our  region,  firms  report  increased  activity. 

E.  The  commercial  real  estate  market  is  still  several  years  away  from  a  basic  re- 
covery as  office  vacancy  rates  remain  high  in  the  Philadelphia  market.  The  residen- 
tial housing  market  has  improved  in  many  parts  of  the  District,  but  unevenly. 

F.  All  in  all,  we  have  a  modest  recovery  going  on  in  the  Third  District — a  recovery 
that  likely  will  continue  in  1993,  but  one  that  requires  close  monitoring. 

G.  Let  me  say  a  word  about  bank  lending.  Bank  lending,  which  had  been  quite 
weak,  has  recorded  some  modest  increases  in  recent  months.  I  believe  that  we  are 
starting  to  see  signs  of  an  improved  environment  for  lending  in  the  District.  We 
seem  to  be  moving  from  a  credit  crunch  mentality  to  one  of  credit  caution.  Banks 
have  improved  their  capital  positions  and  reduced  their  non-performing  loans.  Bank- 
ers are  no  longer  tightening  credit  standards  and  some  report  an  easing  of  lending 
terms.  Loan  demand  from  small-  and  medium-sized  businesses  has  picked  up  some 
and  bankers  appear  more  active  in  seeking  out  lending  opportunities.  For  example, 
at  a  recent  meeting  of  builders  in  southern  New  Jersey,  bank  loan  officers  attended 
the  meeting  after  a  two  year  absence.  In  Pennsylvania  one  builder  even  received  a 
telephone  call  asking  if  he  were  interested  in  borrowing  money.  Nonetheless,  obsta- 
cles remain  for  small  business  lending — in  particular  what  lenders  see  as  costly  and 
cumbersome  regulations  that  dissuade  them  from  making  character-type  loans,  so 
long  a  part  of  traditional  small  business  lending. 

///.  Monetary  Policy 

A.  Let  me  turn  briefly  from  the  District  economy  to  national  monetary  policy. 

B.  The  Federal  Reserve,  against  a  background  of  weak  economic  growth  and  less- 
ening inflationary  pressures,  has  brought  short-term  rates  down  to  their  lowest  lev- 
els in  about  30  years.  Monetary  policy  began  to  ease  more  than  a  year  before  the 
onset  of  the  1990  recession;  it  eased  substantially  during  the  recession;  and  it  con- 
tinued to  ease  during  the  sluggish  recovery.  I  believe  this  easing  of  monetary  policy 
has  been  entirely  appropriate  given  the  weak  growth  of  employment  and  economic 
activity  through  mucn  of  this  recovery. 

C.  The  pattern  of  declining  short-term  interest  rates  during  this  recession/recov- 
ery period  has  been  in  marked  contrast  to  the  behavior  of  M2  money  growth,  which 
has  been  very  sluggish  in  comparison  to  past  recoveries  despite  the  continued  easing 
actions  of  monetary  policy.  Simply  put,  the  relationship  of  M2  to  economic  activity 
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has  changed  in  ways  that  we  do  not  yet  fully  understand;  therefore,  M2  has  become 
a  less  reliable  guide  for  monetary  policy  in  the  current  setting. 

D.  During  the  last  two  quarters  of  1992,  the  pace  of  economic  activity  improved 
significantly,  and,  as  noted  in  Chairman  Greenspan's  testimony  to  this  Committee 
on  February  19,  the  central  tendency  of  the  governors'  and  Reserve  Bank  presidents' 
forecasts  is  for  real  GDP  to  grow  3  to  3¥*  percent  during  1993,  with  the  unemploy- 
ment rate  continuing  to  decline  to  around  63/t  to  7  percent. 

E.  One  factor  that  is  especially  important  to  improved  economic  performance  is 
getting  long-term  interest  rated  down.  A  very  important  contributor  to  the  decline 
in  long-term  interest  rates  over  the  past  several  years  has  been  declining  inflation 
rates.  I  expect  inflation  will  decline  below  3  percent  in  1993  and  1994,  thus  helping 
to  keep  long-term  interest  rates  low. 

F.  Proposed  changes  in  fiscal  policy  also  have  contributed  to  lower  long-term  rates 
in  recent  weeks.  Financial  markets  have  responded  positively  to  the  Administra- 
tion's proposed  long-term  deficit  reduction  plan.  Actual  deficit  reductions  must  be 
forthcoming,  however,  for  these  positive  trends  to  continue. 

G.  To  conclude,  the  objective  of  monetary  policy  is  to  help  maximize  sustainable 
growth  in  output,  jobs,  and  living  standards.  Keeping  inflation  low  is  a  necessary 
ingredient  for  maximizing  sustainable  economic  and  job  growth.  We  now  have  infla- 
tion rates  back  to  1960's  levels,  and  these  levels  will  help  keep  long-term  interest 
rates  down.  Reducing  the  federal  budget  deficit  also  is  a  critical  ingredient  to 
achieving  low  long-term  interest  rates  and  prosperity  over  time.  The  current  focus 
of  fiscal  policy  on  deficit  reduction  is  a  welcome  development.  In  combination,  these 
policies — both  fiscal  and  monetary — will  help  support  expansion  of  the  economy 
while  also  supporting  improved  living  standards  and  low  inflation  over  the  long 
term. 

TESTIMONY  OF  SILAS  KEEHN 

President,  Federal  Reserve  Bank  of  Chicago 

"The  Economic  Conditions  in  the  Seventh  Federal  Reserve  District" 

March  10,  1993 

Mr.  Chairman  and  Members  of  the  Committee:  I  am  pleased  to  be  here  today  to 
discuss  economic  conditions  in  the  Seventh  Federal  Reserve  District  and  to  comment 
on  my  views  on  monetary  policy.  The  Seventh  District,  which  includes  all  of  the 
state  of  Iowa  and  most  of  the  states  of  Illinois,  Indiana,  Michigan  and  Wisconsin, 
is  an  economically  large,  important  and  diverse  region  which  both  reflects  and 
drives  a  substantial  portion  of  the  U.S.  economy. 

By  any  measure,  the  District  ranks  as  a  major  economic  force  and  therefore,  con- 
ditions in  the  District  directly  influence  my  views  regarding  monetary  policy.  And 
in  turn,  monetary  policy  actions  have  an  important  impact  on  economic  activity  in 
our  District. 

The  five  District  states  account  for  about  14  percent  of  the  nation's  GDP  and  18 
percent  of  U.S.  manufacturing  employment.  The  District  produces  45  percent  of  the 
nation's  automobiles,  30  percent  of  the  trucks,  38  percent  of  the  nation's  steel  and 
more  than  40  percent  of  tne  country's  farm  machinery.  Farmers  in  the  Seventh  Dis- 
trict account  for  nearly  a  fifth  of  the  nation's  annual  sales  of  farm  commodities  and 
half  of  the  corn,  soybeans  and  pork  produced  nationwide.  The  District  is  the  head- 

?[uarters  of  some  of  the  largest  firms  in  the  U.S.  in  manufacturing,  retailing  and 
inancial  services. 

Given  its  size  and  diversity,  it  is  not  surprising  that  the  District  mirrors  the  eco- 
nomic challenges  and  opportunities  in  the  U.S.  economy  as  a  whole.  Consequently 
the  District,  as  the  nation,  has  been  experiencing  significant  difficulties  in  maintain- 
ing an  adequate  rate  of  real  growth.  District  performance  has  improved  but  the  pace 
of  improvement  continues  to  De  impeded  by  further  financial  ana  industrial  restruc- 
turing. 

Monetary  policy  requires  two  things  above  all,  a  solid  assessment  of  where  we  are 
and  a  sure  sense  of  where  we  should  be  going.  Both  of  these  questions  require  con- 
tact with  businesses  and  individuals  and  cannot  be  derived  solely  from  statistics 
and  theory. 

While  our  Bank  follows  the  publicly  released  data  very  carefully,  we  rely  very 
heavily  on  information  sources  and  contacts  within  the  District  to  determine  current 
and  prospective  conditions  so  important  to  the  development  of  the  appropriate  mon- 
etary policy  to  deal  with  changing  economic  circumstances.  It  was  only  by  maintain- 
ing close  contact  with  our  District  that  it  has  been  possible  to  go  beyond  the  eco- 
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nomic  statistics  to  an  understanding  of  what  has  really  been  going  on  in  the  Dis- 
trict's economy  and  in  the  nation  as  a  whole. 

The  Federal  Reserve  Bank  of  Chicago  is  deeply  involved  in  monitoring  and  ana- 
lyzing economic  developments  in  the  District  on  an  ongoing  basis  with  a  variety  of 
fact  finding  initiatives.  In  addition  to  the  very  valuable  input  from  our  boards  of 
Directors  in  Chicago  and  Detroit,  we  have  set  up  a  network  of  advisory  and  contact 
groups.  The  Reserve  Bank  assembles  regional  data  to  provide  a  quantitative  base 
for  regional  analysis,  drawing  from  government  sources  and  business  in  the  District 
and  we  have  developed  our  own  measures,  such  as  the  Midwest  Manufacturing 
Index,  to  track  District  economic  activity.  Some  years  ago  we  formed  Small  Business 
and  Agricultural  Advisory  Councils  to  obtain  continuing  and  very  important  input 
from  these  large  sectors  of  our  economy.  In  addition,  the  Bank  has  established  a 
network  of  Industrial  Roundtables  to  provide  information  about  emerging  business 
conditions.  Industrial  Roundtables  now  meet  in  Chicago,  Detroit,  Milwaukee,  Grand 
Rapids  and  Kalamazoo.  The  Detroit  and  Chicago  groups  include  corporate  econo- 
mists from  some  of  the  largest  companies  in  the  District.  The  Milwaukee  and  west- 
ern Michigan  groups  include  Chief  Financial  Officers  and  corporate  planners  from 
the  diverse  and  important  companies  located  in  these  areas.  In  addition,  the 
Roundtables  include  contacts  whose  businesses  are  leading  indicators  of  economic 
activity  throughout  the  District.  These  Roundtables  are  a  direct  link  to  some  100 
companies  and  trade  associations  in  the  District  and  provide  timely  insight  into  cur- 
rent conditions  and  emerging  market  trends.  By  integrating  economic  data  with  di- 
rect corporate  and  small  business  contacts,  we  are  able  to  make  a  comprehensive 
analysis  of  the  economic  trends  and  current  conditions  in  the  District  and  from  that 
develop  a  factual  basis  for  my  recommendations  on  monetary  policy. 

In  addition  to  our  formal  roundtables,  the  Bank  works  together  with  those  public 
sector  and  quasi-public  groups  that  are  struggling  to  revitalize  the  region's  economy. 
Collaborations  with  the  Wisconsin  Strategic  Development  Commission,  the  Iowa 
Business  Council,  the  Commercial  Club  of  Chicago,  and  the  Council  of  Great  Lakes 
Industries  are  examples  of  organizations  working  to  rebuild  the  District  economy. 
Such  efforts  yield  a  lasting  return  to  us.  Through  our  personal  participation,  we  es- 
tablish a  relationship  of  trust  and  open  important  avenues  of  communication  with 
other  analysts  of  areas  within  the  region  that  enhances  our  knowledge  of  issues  im- 
portant to  our  District. 

The  diversification  of  our  sources  of  information  in  the  District  helps  to  insure 
that  we  do  not  overlook  any  emerging  sectors  of  economic  activity  and  problems  that 
broad  national  statistics  can  overlook. 

District  Overview 

The  Seventh  Federal  Reserve  District  is  situated  in  the  heart  of  the  Midwest, 
straddling  the  agricultural  plains  toward  the  west,  and  encompassing  a  large  part 
of  the  nation's  heavy  manufacturing  belt  which  begins  further  to  the  east.  With  a 
population  that  accounts  for  13.6  percent  of  the  nation,  our  District  includes  the  en- 
tire state  of  Iowa  along  with  the  most  populous  and  urbanized  portions  of  Michigan, 
Illinois,  Wisconsin,  and  Indiana.  Accordingly,  while  we  are  headquartered  in  Chi- 
cago, we  maintain  a  branch  office  in  Detroit,  and  regional  offices  in  Des  Moines,  In- 
dianapolis, and  Milwaukee. 

Many  of  the  District's  large  urbanized  areas  now  specialize  in  the  business  of  pro- 
viding services — business,  personal,  financial,  and  wholesale,  and  retail  services. 
Overall,  however,  our  part  of  the  Midwest  currently  and  historically  can  be  charac- 
terized as  a  producer  and  mover  of  goods — both  natural  resource  oriented  such  as 
farm  goods,  as  well  as  manufactured  goods.  Nearly  a  fifth  of  the  nation's  $170  bil- 
lion in  annual  sales  of  farm  commodities  is  generated  by  farmers  in  District  states, 
mostly  owing  to  its  dominant  positions  in  corn,  soybeans,  dairy,  and  hogs.  In  manu- 
facturing, the  District  states'  account  for  over  one-sixth  of  the  nation's  output.  Land- 
based  transportation  equipment,  electrical  equipment,  primary  metals,  machinery 
and  food  processing  are  the  mainstays  of  the  economy. 
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Figure  1 

The  Seventh  Federal  Reserve  District 


142 


Table  1 

Seventh  District  dimensions 


Illinois 

Indiana 

Iowa 

Michigan 

Wisconsin 

District  Total 


Illinois 

Indiana 

Iowa 

Michigan 

Wisconsin 

District  Total 


Illinois 

Indiana 

Iowa 

Michigan 

Wisconsin 

District  Total 


Population  (000's) 

Percent  of  U.S. 

11,430.6 

4.6 

5,544.2 

2.2 

2.776.8 

1.1 

9,295.3 

3.7 

4,891 .8 

2.0 

28,695.3 

13.6 

Employment  (000's) 

Percent  of  U.S. 

6,349.0 

4.6 

3,062.5 

2.2 

1,626.1 

1.2 

4,728.8 

3.4 

2,808.7 

2.0 

18,575.2 

13.5 

Land  Area  (000  sa.  miles) 

Percent  of  U.S. 

144.0 

1.6 

92.9 

1.0 

144.7 

1.6 

147.1 

1.6 

140.7 

1.5 

669.4 

7.3 

Table  2 

Gross  state  product 

Percent  of  total 


Seventh 

IL 

jN 

]A 

Ml 

Wl 

District 

US 

Farm 

1.9 

2.5 

8.8 

1.3 

3.8 

2.6 

2.2 

Mining 

0.6 

0.6 

0.2 

0.6 

0.1 

0.5 

1.6 

Construction 

4.7 

5.0 

3.4 

3.8 

3.5 

4.2 

4.8 

Manufacturing 

19.9 

28.9 

21.7 

27.4 

27.7 

24.4 

18.7 

Durables 

10.7 

20.0 

12.0 

20.7 

15.8 

15.6 

10.5 

Nondurables 

9.1 

8.9 

9.6 

6.7 

11.9 

8.9 

8.2 

Transportation  and 

public  utilities 

10.1 

9.5 

7.9 

6.8 

7.5 

8.6 

8.9 

Wholesale  trade 

8.0 

5.4 

6.4 

6.2 

5.9 

6.7 

6.6 

Retail  trade 

9.0 

10.0 

8.7 

9.4 

8.9 

9.2 

9.4 

Finance,  insurance, 

and  real  estate 

17.4 

14.8 

18.1 

16.8 

17.4 

16.9 

17.4 

Services 

19.4 

14.2 

14.8 

17.2 

15.2 

17.1 

18.8 

Government 

9.0 

9.0 

10.0 

10.0 

10.0 

9.5 

11.7 

100.0 


100.0        100.0 


100.0        100.0 


100.0 


100.0 
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However  useful  as  an  initial  characterization,  such  generalizations  belie  the  very 
broad  diversity  of  locales  and  industries  in  the  Seventh  District.  Today,  I  would  like 
to  share  with  you  the  diverse  richness  of  economic  activity  among  sub-regions  and 
industries  within  the  Seventh  District  by  drawing  not  only  on  our  own  analysis  and 
public  data  sets  but  also  from  a  wide  network  of  personal  contacts  with  organiza- 
tions in  the  region. 

The  Seventh  District  economy  emerged  from  the  decade  of  the  1980's  in  far  better 
shape  than  most  analysts  expected.  Its  image  as  part  of  the  nation's  collapsing 
"rustbelt"  has  been  replaced  by  an  emerging  image  as  the  center  of  lean  and  agile 
manufacturing.  That  is  not  to  say  that  the  District's  economy  has  not  shared  the 
frustration  of  a  sub-par  recovery  nationally  or  that  it  has  been  immune  from  the 
economic  hardships  of  the  recession  or  the  corporate  restructurings  that  have  swept 
the  nation.  GM's  announced  plans  to  close  28  plants  over  the  next  three  years — 
roughly  half  of  them  in  the  Seventh  District — is  a  key  example;  Sears,  Ameritech, 
Dow  Chemical,  and  UAL  are  among  other  notable  examples  of  Seventh  District  cor- 
porations undergoing  dramatic  adjustments  in  the  face  of  changing  markets  and 
competitive  pressures. 

In  addition  to  upheaval  among  such  corporate  entities,  there  is  a  striking  diver- 
sity of  conditions  among  towns  and  metro  areas  within  our  Seventh  District.  Loca- 
tions such  as  Flint,  Peoria,  Rockford,  Detroit,  and  Chicago  continue  to  search  for 
answers  and  solutions  to  disappearing  jobs  and  income,  even  while  national  atten- 
tion focuses  on  the  entire  region  s  turnaround. 

In  the  early  1980's,  firms  such  as  Caterpillar,  Cummins  Engine,  and  Whirlpool, 
faced  formidable  challenges.  Many  companies  made  the  necessary  adjustments  in 
the  1980's,  while  others  are  still  making  these  adjustments. 

But  the  success  stories  are  far  from  universal.  Well-meaning  and  well-directed  ef- 
forts to  restructure  have  been  to  no  avail  for  many  small  businesses  and  family 
farms,  and  for  many  large  corporations  that  have  gone  out  of  existence.  Similarly, 
there  is  parallel  diversity  in  locational  well-being  and  revival  for  those  towns  that 
have  grown  up  around  large  specialized  industries.  Some  can  succeed,  such  as  Indi- 
anapolis and  Des  Moines,  by  redefining  and  reinventing  themselves  (e.g.,  Indianap- 
olis as  a  center  of  sports-oriented  tourism,  business  services,  and  retail  trade).  Oth- 
ers however,  despite  their  best  efforts  at  "diversifying"  (e.g.,  Flint)  have  thus  far 
made  less  progress  confronted  by  external  forces  and  events.  It  is  an  accurate  state- 
ment that  the  Seventh  District  has  been  through  an  enormous  and  very  fundamen- 
tal change.  And  in  this  tremendous  diversity  of  experience,  not  every  region  or  in- 
dustry has  come  through  intact. 

The  Seventh  District  is  no  stranger  to  adversity.  In  particular,  the  region  has  long 
needed  to  adapt  to  the  cyclical  nature  of  its  economy.  Moreover,  even  when  its  in- 
dustries are  successful  in  becoming  competitive,  the  process  itself  leaves  significant 
challenges  and  opportunities  in  its  wake.  Goods  producing  industries  including  farm 
and  factory  have  continually  boosted  productivity  by  economizing  on  the  number  of 
jobs.  In  the  U.S.  alone,  manufacturing  jobs  as  a  share  of  the  total  payroll  labor  force 
nave  declined  from  30  to  17  percent  from  1963  to  1992  even  while  the  sector's  share 
of  real  national  output  has  remained  roughly  constant.  Such  labor  dislocation  is  an 
amplified  problem  for  regions  which  are  concentrated  in  manufacturing  such  as  the 
Seventh  District.  The  District's  manufacturing  share  of  total  payroll  jobs  declined 
from  37  percent  to  21  percent  over  the  same  period.  Recent  management  strategies 
by  firms  to  improve  their  competitiveness  by  labor  saving  cost  attrition  and  mass 
layoffs  have  added  to  this  problem. 

The  imbalances  in  the  Seventh  District's  economic  base  are  also  reflected  in  the 
response  of  local  institutions — banks  and  governments.  Governments  have  the  task 
of  making  the  investments  in  the  future  of  the  region — infrastructure  and  education. 
However,  weakness  in  the  underlying  economic  base  can  place  a  region  in  a  vicious 
cycle.  The  vicious  cycle  of  economic  shock,  followed  by  inability  to  fund  social  serv- 
ices and  public  re-investment,  is  further  aggravated.  In  recent  years,  weak  growth 
in  revenues,  coupled  with  fiscal  strains  from  Medicaid  and  prison  expenditures, 
have  squeezed  out  budget  items  such  as  economic  development  and  higher  education 
in  District  states.  In  the  Seventh  District,  responsibilities  for  service  provision  fall 
to  a  much  higher  degree  at  the  local  level  of  government.  As  a  result,  wide  dispari- 
ties in  economic  conditions  among  local  communities  means  that  local  plant  clos- 
ings, for  example,  will  carry  over  strongly  to  the  fiscal  health  of  local  governments. 

Lending  institutions  share  a  similar  fate.  In  the  early  1980's,  the  balance  sheets 
of  Seventh  District  banks  were  weakened  by  the  region's  weakening  economy.  Banks 
have  been  restructuring,  although  problems  remain.  As  in  other  areas  of  the  coun- 
try, bank  lending  slowed  sharply  in  the  early  1990's.  The  safety  and  soundness  of 
Seventh  District  Danks  are  being  strengthened  by  the  ongoing  process  of  consolida- 
tion as  earnings,  capital  ratios,  and  asset  quality  issues  nave  all  shown  important 
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signs  of  improvement.  The  impetus  is  not  being  undertaken  by  money  center  and 
other  larger  banks  in  Chicago,  however,  but  by  large  regional  banks  headquartered 
outside  oi  Chicago  and,  in  some  cases,  outside  the  District. 

The  1980's— A  Time  of  Difficult  Transition 

Much  of  the  Seventh  District  was  characterized  as  the  "rustbelt"  of  the  nation  in 
the  early  1980's.  Weak  firms  either  failed  or  relocated  to  lower  cost  regions,  and  in- 
efficient plants  were  closed  or  downsized.  Indeed,  the  District  lost  nearly  1.5  million 
jobs  during  the  recessionary  period  of  1980-82,  mostly  in  its  manufacturing  sector, 
while  the  nation  lost  about  2  million  altogether.  To  be  sure,  many  of  these  job  losses 
were  from  cyclically  sensitive  industries  that  were  able  to  recall  workers  during  the 
vigorous  recovery  that  followed.  But,  many  jobs  were  also  linked  to  structural 
changes  that  had  been  adversely  impacting  the  District  since  at  least  the  mid- 
1960  s.  Such  jobs  would  never  return,  creating  a  large  pool  of  structurally  unem- 
ployed workers  and  above-average  unemployment  rates,  in  many  metropolitan  areas 
of  the  District.  The  region's  standard  of  living,  as  reflected  by  per  capita  income, 
declined  in  relation  to  the  overall  U.S.  during  this  period. 
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Figure  3 

Seventh  District  per  capita  income  relative  to  the  U.S. 
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Why  was  the  District  impacted  so  heavily  during  the  1980's?  Why  did  it  need  to 
restructure  so  profoundly?  The  problems  of  the  1980's  were  to  be  found  in  both  the 
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District's  mix  of  industries  and  also  its  competitive  advantage.  Unfavorable  industry 
mix  presented  a  formidable  challenge  to  the  District  during  this  period.  Fortunately, 
due  to  changes  in  the  external  environment,  the  District's  current  industry  mix  has 
since  become  more  favorable  than  many  other  U.S.  regions,  as  the  nation  is  winding 
down  from  its  cold-war  emphasis.  The  early  1980's  favored  regions  that  produced 
high  tech  defense  and  aerospace  equipment.  At  the  same  time,  heavy  U.S.  invest- 
ment in  newly  emerging  high  tech  office  equipment  such  as  micro  and  personal  com- 
puters contributed  to  a  shifting  of  demand  away  from  the  District's  manufacturing 
sector. 


Figure  4 

Non-agricultural  employment 

Monthly,  seasonally  adjusted,  index  January  1990-100 
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Part  of  the  problem  of  the  1980's  was  also  the  external  environment  for  exports, 
which  was  partly  due  to  the  dollar's  climb  of  85  percent  between  1980  and  1985. 
As  illustrated  by  unit  labor  costs  over  this  period,  the  value  of  the  dollar  had  the 
effect  of  raising  world  prices  of  U.S.  exports. 


Figure  S 

U.S.  competitiveness 

Index  of  "relative  unit  labor  costs"  valued  in  dollars,  in  manufacturing,  1980  -  100 
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The  unfavorable  exchange  rate  environment  for  exports  aggravated  an  underlying 
competitive  trade  problem  for  District  industry.  Many  District  firms  were  disadvan- 
taged in  foreign  markets  by  their  use  of  outmoded  technologies.  The  competitive 
shocks  of  the  early  1980's  jolted  many  District  firms  into  recognizing  the  need  to 
reorganize,  reinvest  in  new  technologies,  and  to  restructure  their  operations. 
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The  Auto  Industry 

The  auto  industry  is  perhaps  the  most  vivid  example  of  the  combination  of  cyclical 
and  structural  forces  that  were  impacting  the  District  in  the  early  1980's.  Ford  and 
Chrysler  were  the  first  to  begin  the  arduous  process  of  downsizing  to  adjust  to 
changing  market  forces.  In  the  early  1980's,  Chrysler  was  already  in  the  midst  of 
a  government-backed  rescue  effort.  Four  Chrysler  facilities  were  closed,  all  within 
the  Seventh  District.  Ford  closed  another  five  plants,  but  these  facilities  were  out- 
side the  District.  In  the  late  1980's,  GM  began  closing  plants  in  Detroit,  Pontiac, 
and  Flint.  In  all,  Big  Three  auto  producers  cut  assembly  plant  capacity  by  about 
2.5  million  units  (roughly  20  percent)  between  1985  and  1992.  To  be  sure,  offsets 
occurred  with  the  building  of  transplants  in  the  District,  including  Diamond-Star  in 
Bloomington,  Illinois,  and  Mazda's  plant  in  Flat  Rock,  Michigan.  But  in  Michigan 
alone,  an  estimated  70,000  jobs  were  lost  as  a  result  of  auto  plant  closings  even  De- 
fore  the  1990-91  recession  (between  1987  and  1990),  with  another  40,000-50,000  job 
eliminations  to  be  realized  as  recently-announced  plant  closings  take  place. 


Figure  6 

Location  of  auto  assembly  plants  -  1991 
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The  Agriculture  Industry 

The  downturn  of  the  1980's  began  early  in  the  decade  for  agriculture  and  ended 
around  1986.  A  number  of  developments  during  the  first  half  of  the  1980's  caused 
farm  earnings  and  the  income  return  on  farm  assets  to  plummet.  The  combination 
of  lower  earnings,  higher  long-term  interest  rates,  and  shrinking  exports  of  that 
time  period  contributed  to  a  sharp  decline  in  farmland  values  and  huge  equity 
losses  for  owners  of  farm  real  estate.  Estimates  by  the  U.S.  Department  of  Agri- 
culture show  that  the  peak-to-trough  decline  in  the  average  per  acre  value  of  farm- 
land nationwide  was  more  than  a  fourth  in  nominal  dollar  terms  and  nearly  45  per- 
cent in  real  dollar  terms.  The  declines  were  especially  steep  in  the  Seventh  Federal 
Reserve  District.  Reflecting  this,  our  land  value  surveys  showed  the  declines  in 
farmland  values  in  Illinois,  Indiana,  and  Iowa  ranged  from  50  to  60  percent  in  nomi- 
nal dollar  terms  and  60  to  70  percent  in  real  terms.  With  farmland  accounting  for 
three-fourths  of  all  assets  in  the  farm  sector,  the  weakness  in  the  land  market 
translated  into  equity  losses  of  30  percent  in  the  balance  sheet  of  the  farm  sector 
nationwide  and  50  to  60  percent  (nominal  dollar  terms)  in  Illinois,  Indiana,  and 
Iowa. 

The  combination  of  low  earnings  and  sinking  asset  values  quickly  extended  the 
farm  problems  of  the  early-to-mid  1980's  to  lenders  and  most  of  the  agri-business 
industries  that  support  this  nation's  vast  agricultural  production  plant.  It  has  been 
estimated  that  lenders  wrote-off  some  $20  trillion  in  bad  farm  loans  as  a  result  of 
the  experiences  of  the  1980's.  From  1984  to  1987  banks  nationwide  wrote-off  $4  bil- 
lion in  non  real  estate  farm  loans.  About  $1.1  billion  of  that  write-off  was  by  banks 
in  states  comprising  the  Seventh  Federal  Reserve  District.  Further  evidence  of  the 
spreading  problems  of  the  1980's  is  reflected  in  the  cutback  in  capital  expenditures 
by  farmers.  At  the  trough  in  1986,  capital  expenditures  in  the  farm  sector  fell  to 
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less  than  $8.5  billion,  down  from  the  speculative  excesses  that  peaked  at  $20  billion 
in  1979. 


Figure  7 

The  swings  in  U.S.  agriculture  over  the  last  two  decades 
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Profiles  in  Diversity 

Although  the  Seventh  District  can  be  broadly  characterized  by  its  farming  and 
manufacturing,  the  region  hosts  a  great  diversified  of  industries  and  local  econo- 
mies. These  places  and  industries  are  closely  tied  together.  Changing  conditions  in 
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individual  sectors  and  geographic  areas  have  rippled  throughout  the  Seventh  Dis- 
trict. 

Industrial  Diversity 

Despite  all  the  stress  and  strain  on  the  Seventh  District's  economy  in  the  1980's, 
the  process  of  adjustment  has  been  slow.  To  be  sure,  the  early  1980's  were  only  part 
of  a  long-term  readjustment  of  the  District's  role  in  the  national  economy.  From 
1964  to  1991,  the  District's  share  of  total  U.S.  employment  declined  from  16  percent 
to  14  percent,  while  manufacturing  employment  declined  from  20  to  16  percent  in 
1982  before  rising  to  18  percent  by  the  end  of  the  decade.  Still,  the  District's  share — 
one  sixth  of  the  national  economy — represents  a  sizable  influence.  And,  despite  a  de- 
cline in  the  role  of  the  District's  manufacturing  sector  in  the  national  economy,  it's 
manufacturing  sector  remains  the  defining  characteristic  of  the  District's  economy, 
accounting  for  about  25  percent  of  District  employment  (down  from  30  percent  in 
1980).  The  nation  on  average  devotes  about  17  percent  of  its  employment  to  manu- 
facturing (also  down  from  24  percent  in  1980).  And  within  manufacturing,  it  is  the 
auto-steel-machine  tool  nexus  that  dominates  economic  activity.  In  general  terms, 
the  District  is  responsible  for  producing  about  45  percent  of  the  nation's  cars,  30 
percent  of  its  trucks,  and  38  percent  of  its  steel  (including  the  bulk  of  the  higher, 
quality  specialty  steels).  The  Seventh  District  also  supports  a  thriving  service  sector 
primarily  focused  on  the  financial  and  business  needs  of  its  manufacturing  sector, 
while  the  Chicago's  Board  of  Trade  and  Mercantile  Exchange  serve  global  commod- 
ity and  financial  markets.  However,  while  the  District's  economy  has  been  diversify- 
ing away  from  manufacturing,  it  is  likely  to  remain  the  core  sector  of  the  region's 
economy  for  some  time  into  the  future. 

Still,  there  is  considerable  diversity  among  the  different  sub-regions  that  comprise 
the  Seventh  District.  For  example,  Illinois  is  a  major  capital  goods  producer,  par- 
ticularly of  farm  and  off-highway  equipment.  Deere  &  Company  and  Caterpillar  are 
major  producers  in  these  markets.  Indiana  is  a  center  for  steel  production  and  auto 
parts  suppliers.  Inland  Steel  and  Cummins  Engine  are  world  leaders  in  these  mar- 
kets. Wisconsin  is  another  major  supplier  of  auto  parts  and  particularly  a  supplier 
of  machine  tools  for  the  auto  industry.  Modine  and  Giddings  &  Lewis  are  examples 
of  these  types  of  firms.  Michigan  is  closely  linked  to  the  auto  industry  and  is  the 
headquarters  for  the  Big  Three. 

Machine  Tool  Industry 

The  machine  tool  industry  in  the  Seventh  District  is  heavily  geared  toward  the 
auto  industry,  either  directly  for  model  design  retooling  of  the  auto  industry  or  indi- 
rectly for  the  supplier  industries.  The  District  contains  almost  half  (43  percent)  of 
all  metal  cutting  machine  tool  producers  and  35  percent  of  all  metal  forming  ma- 
chine tool  producers  in  the  U.S.  Michigan  alone  employs  about  15  percent  of  all 
workers  in  the  machine  tool  industry,  second  only  to  Ohio  (about  20  percent).  Illi- 
nois employs  slightly  over  25  percent  of  the  workers  in  the  metal  forming  machine 
tool  industry.  However,  it  should  be  noted  that  employment  in  the  industry  has  de- 
clined from  a  peak  of  108,000  in  1980  to  73,000  in  1989  and  the  number  of  compa- 
nies has  declined,  often  through  consolidation,  from  over  1,400  to  624.  In  terms  of 
market,  the  District  constitutes  about  22  percent  of  all  machine  tools  in  use  today, 
with  the  greater  Chicago  area  accounting  for  half  of  that  market.  In  1989,  the  U.S. 
exported  about  $1  billion  worth  of  machine  tools,  but  imported  nearly  $2.5  billion 
(about  half  of  which  came  from  Japan).  Imports  have  risen  from  about  20  percent 
of  total  U.S.  machine  tool  consumption  in  1979  to  50  percent  of  the  market  today. 
Finally,  between  1968  and  1989,  productivity  of  machine  tools  has  more  than  dou- 
bled, (using  U.S.  average  annual  output  per  metal  cutting  machine  tool  in  constant 
dollars  as  the  measure),  greatly  restricting  the  growth  in  the  market  for  these  ma- 
chines. After  three  years  of  declining  shipments,  industry  forecasts  call  for  an  8  per- 
cent increase  in  1993,  with  exports  up  5  percent  and  imports  down  7  percent. 
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Figure  8 

Machine  tool  productivity 

U.S.  average  annual  output  per  metaicutting  machine  tool 
Constant  1 982  dollars 
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Construction  Machinery 

Another  key  area  of  capital  goods  production  in  the  Seventh  District  is  construc- 
tion machinery.  For  example,  Caterpillar,  Deere,  and  Case  (all  headquartered  in  the 
District)  are  the  dominant  producers  in  the  U.S.,  with  mainly  Hitachi  and  Komatsu 
as  major  competitors.  Caterpillar  alone  accounts  for  45-50  percent  of  the  sales  of 
crawler  loaders  and  tractors  in  the  VS.  and  Deere  and  Case  add  another  25-30  per- 
cent. In  terms  of  markets,  the  Seventh  District  represents  about  10-15  percent  of 
all  purchases  of  construction  machinery.  VS.  producers  were  particularly  hurt  dur- 
ing the  early  and  mid-1980's  when  a  weak  domestic  economy  was  augmented  by  a 
strong  dollar  that  severely  hampered  export  sales  of  domestically  produced  construc- 
tion equipment. 


Figure  9 

U.S.  market  share  by  producer 
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Steel  Industry 

The  steel  industry  in  the  Seventh  District  is  concentrated  in  northern  Indiana 
(about  25  percent  of  U.S.  production),  serving  appliance  and  auto  plants  in  the  Mid- 
west. Detroit,  with  about  8  percent  of  the  nation's  production,  also  produces  spe- 
cialty steels  for  the  auto  industry.  The  District  is  dominated  by  integrated  mills, 
with  over  one  third  of  the  nation's  steel-making  capacity  but  only  15-20  percent  of 
the  nation's  minimill  capacity.  In  1991,  total  domestic  steel  shipments  were  about 
79  million  tons,  rising  to  81  million  tons  in  1992.  Some  improvement  is  forecasted 
for  1993  (with  projections  ranging  between  83  and  86  million  tons),  and  VS.  firms 
expect  to  pick  up  a  bigger  share  of  its  total  shipments  due  to  restriction's  on  im- 
ports, which  currently  constitute  about  20  percent  of  the  domestic  market. 
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Figure  10 

Steel  production  by  region 

Index,  January  1988-  100 


110r 

105- 

100- 

95- 

90- 

/ 

ha7      v  Ly^S^ 

85" 

80- 

75- 

/o- 

— 

U.S.     —  Detroit Indiana Illinois 

bb- 

ft 

89                      90 

91                       92 

Agriculture 

Blessed  with  an  abundance  of  rainfall  and  highly  productive  land,  the  five  states 
comprising  the  Seventh  Federal  Reserve  District  account  for  a  sizable  portion  of  the 
nation's  agricultural  output.  Using  only  a  tenth  of  the  land  in  farms,  District  states 
generate  nearly  a  fifth  of  the  $170  billion  in  annual  sales  of  farm  commodities.  The 
District's  share  is  concentrated  in  five  major  commodities.  Anchored  by  Illinois,  Indi- 
ana, and  Iowa,  farmers  in  District  states  account  for  about  half  of  the  corn,  soy- 
beans, and  pork  produced  nationwide.  Paced  by  Wisconsin's  top  ranking,  they  also 
contribute  about  a  fourth  of  the  milk  production.  Those  commodities,  plus  cattle  ac- 
count for  over  85  percent  of  the  sales  of  all  farm  commodities  from  District  states. 

Outside  of  the  five  major  commodities,  the  District's  agricultural  plant  produces 
a  wide  diversity  of  products.  For  example,  the  five-state  region  has  a  sizable  stake 
in  fruit  and  vegetable  production.  Apples  and  cherries  dominate  the  fruit  component 
while  potatoes  and  dry  beans  account  for  a  large  share  of  the  District's  vegetable 
production.  Within  the  broad-based  fruit  and  vegetable  complex,  Michigan  has 
achieved  the  top  ranking  in  a  number  of  components,  such  as  tart  cherries,  navy 
beans,  and  blueberries.  Similarly,  Wisconsin  ranks  first  or  second  in  the  production 
of  cranberries  and  in  the  acreage  devoted  to  sweet  corn,  green  peas,  and  snap  beans 
used  for  processing.  The  diversity  of  the  District's  agricultural  production  is  also  ap- 
parent in  Indiana's  top  ranking  for  eggs  and  in  Wisconsin's  dominating  share  for 
mink  pelts.  In  addition,  the  agnculturaibase  of  the  five-state  region  contains  an  ex- 
tensive greenhouse  and  nursery  component  and  a  number  of  other  commodities,  in- 
cluding honey,  maple  syrup,  mint,  mushrooms,  sugar  beets,  and  tobacco. 

Services 

Service  industries  have  naturally  developed  in  our  District  in  support  of  its  goods 

f traducing  industries.   Increasingly,  however,  business  services  are  being  sold  to 
inns  outside  the  District  and  United  States. 

A  strong  tendency  for  producer  service  firms  to  favor  large  metropolitan  areas  in 
our  District  areas  is  evident.  The  largest  metropolitan  areas  in  the  Seventh  Dis- 
trict— Chicago,  Detroit,  Indianapolis,  Des  Moines,  and  Milwaukee — display  a  tend- 
ency to  export  services  with  services  being  largely  exported  from  urban  centers  to 
smaller  towns  and  rural  locations  within  the  region.  However,  less  populous  metro- 
politan areas  specialize  in  important  services  as  well.  For  example,  although  Mil- 
waukee is  located  only  90  miles  from  Chicago,  a  city  with  more  than  3  times  as 
many  people,  Milwaukee  serves  as  an  independent  purveyor  and  specialist  in  cer- 
tain urban  services  such  as  advertising,  consumer  credit  reporting,  and  accounting. 
Moreover,  many  small  metropolitan  areas  rank  close  to  or  above  the  larger  areas 
in  particular  services:  Peoria  and  Cedar  Rapids  in  advertising,  Lansing  and  South 
Bend  in  consumer  credit  reporting,  Sheboygan  in  engineering  and  architecture, 
Grand  Rapids  in  accounting,  and  Battle  Creek  in  management  and  public  relations. 
Those  smaller  metropolitan  areas  hosting  major  state  universities  such  as  Ann 
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Arbor,  Madison,  and  Champaign-Urbana  figure  prominently  as  service  exporters. 
Computer  programming,  engineering,  research,  and  testing  labs  draw  heavily  on 
university  skilled  labor  and  institutional  capital. 


Table  3 

Index  of  employment  concentration  In  business  service  Industries 

Rank  among  metropolitan  statistical  areas  (MSAs)  in  the  U.S. 


Advertising 

Chicago.  IL  PMSA 
Cedar  Rapids,  IA  MSA 
Milwaukee,  Wl  PMSA 
Peoria,  IL  MSA 
Detroit,  Ml  PMSA 
Elkhart-Goshen,  IN  MSA 
Ann  Arbor,  Ml  PMSA 
Madison,  Wl  MSA 
Waterloo-Cedar  Falls,  IA  MSA 
Kalamazoo,  Ml  MSA 

Computer  programming 
and  data  processing 

Ann  Arbor,  Ml  PMSA 
Des  Moines,  IA  MSA 
Madison.  Wl  MSA 
Cedar  Rapids,  IA  MSA 
Lafayette-West  Lafayette,  IN  MSA 
Chicago,  IL  PMSA 
Detroit,  Ml  PMSA 
Janesville-Beloit,  Wl  MSA 
Champaign-Urbana-Rantoul.lL  MSA 
Milwaukee.  Wl  PMSA 


Consumer 

Index  Rank 

credit  reporting 

Index 

Rank 

2.89 

5 

Des  Moines,  IA  MSA 

1.87 

21 

2.32 

6 

Lansing-East  Lansing.  Ml  MSA 

1.66 

34 

1.99 

9 

Chicago,  IL  PMSA 

1.61 

38 

1.82 

11 

South  Bend-Mishawaka,  IN  MSA 

1.35 

51 

1.76 

12 

Milwaukee,  Wl  PMSA 

1.34 

53 

1.38 

28 

Indianapolis,  IN  MSA 

1.28 

65 

1.37 

30 

Fort  Wayne,  IN  MSA 

1.20 

76 

1.33 

31 

Green  Bay.  Wl  MSA 

1.17 

81 

1.20 

43 

Kankakee.  IL  MSA 

1.13 

86 

1.19 

45 

Champaign-Urbana-Rantoul,  IL  MSA  1 .09 

94 

Management  and 

Index  Rank 

public  relations 

Index 

Rank 

2.44 

16 

Lake  County,  IL  PMSA 

2.54 

8 

2.33 

17 

Indianapolis,  IN  MSA 

2.14 

10 

1.67 

35 

Battle  Creek.  Ml  MSA 

1.78 

17 

1.51 

41 

Chicago.  IL  PMSA 

1.69 

23 

1.48 

43 

Ann  Arbor.  Ml  PMSA 

1.27 

45 

1.47 

44 

Grand  Rapids.  Ml  MSA 

1.26 

50 

1.18 

56 

Cleveland.  OH  PMSA 

1.12 

60 

1.16 

59 

Fort  Wayne,  IN  MSA 

1.09 

64 

1.06 

67 

Detroit,  Ml  PMSA 

1.02 

70 

1.06 

70 

Green  Bay.  Wl  MSA 

1.01 

71 

Table  3 

Index  of  employment  concentration  In  business  service  industries 

Rank  among  metropolitan  statistical  areas  (MSAs)  in  the  U.S. 

Engineering,  architecture,  Accounting,  auditing, 

and  bookkeeping  Index  Rank 

Madison.  Wl  MSA  1.66  11 

Chicago,  IL  PMSA  1.50  16 

South  Bend-Mishawaka.  IN  MSA        1.48  18 

Des  Moines.  IA  MSA  1.41  25 

Grand  Rapids.  Ml  MSA  1.32  36 

Milwaukee,  Wl  PMSA  1.26  42 

Aurora-Elgin.  IL  PMSA  1.20  54 

Kalamazoo.  Ml  MSA  1.12  67 

Indianapolis,  IN  MSA  1.09  74 

Detroit.  Ml  PMSA  1.04  83 

Note:  Index  value  of  one  indicates  that  the  ratio  of  industry  employment/total  employment  in  the  MSA  is  equal  to  the 
industry's  share  nationally.  Values  greater  than  one  indicate  that  the  industry  is  more  concentrated  in  the  MSA  than 
in  the  nation. 


and  surveying 

Index 

Rank 

Ann  Arbor.  Ml  PMSA 

2.00 

14 

Detroit,  Ml  PMSA 

1.46 

40 

Sheboygan,  Wl  MSA 

1.35 

49 

Cedar  Rapids,  IA  MSA 

1.29 

55 

Madison,  Wl  MSA 

1.28 

57 

Green  Bay,  Wl  MSA 

1.09 

81 

Jackson,  Ml  MSA 

1.03 

91 

Iowa  City,  IA  MSA 

1.01 

96 

Chicago.  IL  PMSA 

1.01 

98 

Indianapolis.  IN  MSA 

1.00 

100 
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Regional  Diversity 

From  the  service  sector  alone,  it  is  easy  to  see  that  a  diversity  of  economic  activity 
also  exists  within  states  which  can  affect  individual  perceptions  of  District  economic 
performance.  For  example,  Chicago  is  a  world  center  for  derivative  markets  and 
serves  as  the  mid-continental  center  of  business  services.  While  services  grew,  man- 
ufacturing declined.  Manufacturing  employment  in  Chicago  dropped  sharply  in  the 
early  1980's.  The  manufacturing  sector  lost  179,000  jobs  between  1979  and  1983, 
and  Chicago  has  shown  little  recovery  in  its  manufacturing  sector  since  that  time. 

Chicago's  service  sector  employment  began  to  exceed  its  manufacturing  employ- 
ment in  1979,  two  years  earlier  than  the  nation.  Indianapolis  and  Des  Moines  are 
prime  examples  of  service  sector  economies  that  have  thrived  on  the  economic  tran- 
sition from  manufacturing  to  services.  For  some  types  of  firms  and  activities,  both 
have  provided  lower  cost  locations  for  financial  and  business  services  than  either 
New  York  or  Chicago. 

While  Michigan  is  most  often  identified  as  the  birthplace  of  the  modern  auto  in- 
dustry, the  northern  and  western  parts  of  the  state  are  more  diversified  than  the 
auto-dominated  southeastern  portion  of  the  state.  Office  furniture  (Stee lease  and 
Herman-Miller),  chemicals  (Upjohn  and  Dow),  and  auto  suppliers  (Guardsman  and 
Donnelly)  have  provided  the  diversity  to  make  cities  like  Kalamazoo  and  Grand 
Rapids  among  the  fastest  growing  metro  areas  in  the  state,  while  the  City  of  Detroit 
struggles  with  a  shrinking  job  base,  declining  population,  and  a  host  of  urban  prob- 
lems. 


Figure 
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Employment  growth  within  Michigan 

Percent  change  from  1981  to  1991 
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While  the  recession  was  not  easy  for  the  District  economy,  employment  data  seem 
to  suggest  that  the  District  has  fared  far  better  in  the  most  recent  recession  than 
in  previous  ones — both  in  comparison  to  the  national  experience  and  to  its  own  past. 

Payroll  employment  data  indicate  that  District  employment  fell  at  about  the  same 
rate  as  the  nation  during  the  recession  and  has  recovered  at  a  slightly  faster  pace 
since  the  beginning  of  the  employment  recovery  in  April  1991.  Household  employ- 
ment data  show  a  stronger  recovery  in  Illinois  and  Michigan,  with  current  levels 
in  both  states  exceeding  previous  peaks  (while  payroll  employment  data  for  these 
states  are  still  well  below  their  previous  peak  levels).  Since  unemployment  data  are 
derived  from  the  household  survey,  unemployment  rates  for  the  District  states  have 
been  showing  substantial  improvement  relative  to  the  national  experience  in  recent 
months.  For  example,  Illinois'  unemployment  rate  of  6.5  percent  in  January  of  1993 
marked  the  longest  period  of  time  (six  months)  that  the  state  had  been  below  the 
nation's  unemployment  rate  in  fourteen  years,  before  jumping  up  to  7.9  percent  in 
February.  Michigan's  unemployment  rate  was  6.8  percent  in  February  of  this  year. 
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Figure  12 

Quarterly  unemployment  rates,  1979  - 1992  District  states  and  U.S. 

Percent 
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Source    US  Bureau  ol  me  Census.  Current  Popu/aBon  Survey. 


Figure  13 

Monthly  unemployment  rates  1990  - 1992  District  states  and  U.S. 

Percent 
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Source    US  Bureau  ol  me  Census.  Orrunt  Popuraoon  Survey. 


Restructuring  Progress 

Productivity  and  Competitiveness 

Despite  the  hardships  of  the  recessions  in  the  early  1980's,  Seventh  District  man- 
ufacturers maintained  a  strong  commitment  to  modernization.  Indeed,  despite  a 
shrinking  manufacturing  sector,  District  manufacturers  invested  on  average  5-10 
percent  more  per  production  worker  annually  than  the  nation  since  1984.  Invest- 
ment lagged  only  during  recession  years  and  during  the  rest  of  the  years  of  recovery 
when  the  high  value  of  the  dollar  severely  depressed  export  demand  for  manufac- 
tured goods  in  the  Midwest.  In  the  District  in  the  second  half  of  the  1980's  the  com- 
bination of  closing  inefficient  plants  and  investing  in  new  or  existing  plants  began 
to  show  dramatic  gains  in  productivity.  For  example,  estimates  based  on  the  relative 
improvement  in  District  manufacturing  output  using  pre- 1985  technology  with  post- 
1985  technology  suggest  efficiency  in  the  District  improved  by  about  20  percent 
more  than  for  the  rest  of  the  nation. 
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Figure  14 

Capital  expenditures  per  worker,  District  states  vs.  rest  of  U.S. 

$1,000  per  production  employee 


9.0 


8.0 


7.0- 


6.0 


5.0 


4.0' 


-  -  District  7 


U.S.  Less  District 


1982  1983  1984  1^85  1986  i387  iSST 

Source:  U.S.  Bureau  ol  the  Census.  Census  of  Manufactures  and  Annual  Survey  of  Manufactures 


1989 


1990 


Once  the  exchange  value  of  the  dollar  began  to  fall  in  the  mid  to  late  1980's,  the 
revitalized  manufacturers  in  the  District  began  to  regain  market  share  lost  in  the 
1970's  and  early  1980's.  The  1990-91  recession  in  some  sense  became  a  testing 
ground  for  the  ability  of  District  manufacturers  to  sustain  their  competitive  edge  in 
an  environment  that  required  many  to  produce  well  below  their  most  profitable  op- 
erating rates.  Typically,  the  District  economy  had  been  hard  hit  by  national  reces- 
sions, with  employment  tending  to  decline  by  as  much  as  twice  the  national  rate. 
If  manufacturers  in  the  District  were  truly  becoming  more  competitive,  one  would 
expect  that  they  would  weather  the  recessionary  storm  more  easily  than  in  the  past. 

While  the  nation  lost  over  2  million  jobs  in  the  1990-91  recession  (about  the  same 
as  the  1980-82  period),  the  District  lost  only  about  300,000  jobs.  Since  the  onset 
of  recovery,  the  nation  has  recorded  an  increase  of  slightly  over  500,000  payroll  jobs, 
an  increase  of  about  0.5  percent  from  the  recession's  trough.  The  District  has  in- 
creased employment  by  about  130,000,  or  up  about  0.8  percent  from  its  trough.  In 
other  words,  the  District  has  fared  somewhat  better  than  the  nation  throughout  the 
recession  and  recovery  period,  in  marked  contrast  to  its  more  typical  pattern  of  deep 
recession  and  partial  recovery. 

Real  estate  activity  in  the  District  has  been  less  adversely  affected  than  in  much 
of  the  rest  of  the  nation.  This  can  be  explained  by  the  District's  relatively  stronger 
economy  in  recent  years  than  other  parts  of  the  nation  and  by  the  relative  lack  of 
speculative  excesses  in  the  1980's.  Still,  vacancy  rates  of  commercial  buildings  in  the 
major  metropolitan  areas  of  the  District  have  been  rising  in  recent  years  and  in 
some  cases  are  higher  than  in  the  nation  as  a  whole.  For  example,  downtown  office 
vacancy  rates  in  both  Detroit  and  Chicago  have  generally  been  below  the  nation  for 
many  years.  Chicago's  office  vacancy  rate  rose  to  17.7  percent  in  the  third  quarter 
of  1992,  virtually  equal  to  the  nation,  but  much  of  that  increase  was  due  to  recent 
completion  of  major  office  construction  projects  at  a  time  when  the  commercial  real 
estate  market  was  weak.  Indianapolis  has  consistently  had  vacancy  rates  above  the 
national  average,  but  this  may  reflect  in  part  the  fact  that  Indianapolis  has  had  a 
rapidly  growing  commercial  sector.  Rapid  expansion  of  office  space  may  have  fueled 
building  activity  in  anticipation  of  future  needs,  which  may  not  have  been  unrealis- 
tic given  Indianapolis'  growth  in  the  1980's.  In  contrast,  Detroit's  low  office  vacancy 
rate  reflects  very  little  office  construction  for  many  years. 
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Figure  15 

Office  vacancy  rates 
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Residential  real  estate  activity  in  the  Seventh  District  has  been  another  strong 
point  in  the  comparisons  with  the  nation.  By  almost  any  measure — housing  starts, 
new  home  sales,  or  existing  home  sales — the  District  has  been  outperforming  the 
national  housing  market  in  the  early  1990's.  For  example,  housing  starts  for  single 
family  homes  in  the  Midwest  portion  of  the  nation  rose  25  percent  in  1992,  com- 
pared to  20  percent  in  the  nation  as  a  whole,  and  the  region  has  returned  to  pre- 
vious peak  levels  of  activity  in  1986  while  the  nation  is  still  about  33  percent  below 
1986  levels.  The  reasons  for  this  are  similar  to  the  relative  strength  in  commercial 
activity.  The  District  has  experienced  slow  but  steady  income  growth  and  housing 
values  have  been  in  line  with  this  growth.  As  a  result,  the  District  has  avoided  the 
speculative  overbuilding  that  has  been  haunting  the  eastern  and  western  coasts.  In- 
deed, the  District  generally  can  be  characterized  as  having  some  of  the  most  afford- 
able housing  in  the  nation.  When  the  housing  market  nationally  was  depressed  in 
1990  and  1991,  District  home  owners  did  not  experience  the  decline  in  home  values 
that  occurred  in  other  regions  and  in  many  cases  were  able  to  enjoy  some  of  the 
highest  housing  stock  appreciation  in  the  nation  during  the  recent  economic  recov- 
ery. 


69-678  0-93-6 


156 


Figure  16 
Housing  starts 
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Industrial  Restructuring 

A  close  look  behind  the  progress  reveals  the  fact  that  the  challenges  facing  the 
district  economy  remain  formidable.  The  region's  firms  have  begun  to  restructure 
in  such  a  way  as  to  be  globally  competitive.  But  this  process  goes  hand  in  hand  with 
massive  and  geographically  concentrated  layoffs  of  the  region  s  residents.  For  exam- 
ple, in  recent  years,  restructuring  announcements  in  the  auto  industry  are  perhaps 
the  most  traumatic.  GM's  restructuring  plans  call  for  closing  up  to  28  assembly  and 
parts  plants,  many  of  which  are  expected  to  be  in  the  Midwest,  and  to  reduce  its 
work  force  by  roughly  85,000  white-  and  blue-collar  workers,  with  most  of  the  white- 
collar  job  losses  concentrated  in  Michigan.  According  to  recent  estimates,  the  need 
for  the  restructuring  can  be  seen  from  production  cost  comparisons  between  one  or 
more  domestic  producers  with  low-cost  Japanese  producers.  The  estimates  show  that 
cost  differentials  with  low-cost  Japanese  producers  on  small  cars  (assuming  full  ca- 
pacity) may  have  fallen  from  over  $2,000  in  1982  to  less  than  $500  in  1991. 

How  have  the  District's  key  manufacturing  industries  fared  during  this  recovery? 
The  auto  industry  has  been  improving  since  mid- 1992,  leading  industrial  production 
both  in  the  nation  and  the  District.  If  recently  announced  production  plans  hold, 
autos  will  continue  to  boost  the  District  economy.  Steel  is  another  industry  that  has 
been  improving  recently,  even  though  profitability  has  been  elusive.  Recent  adjust- 
ments in  trade  restriction  are  likely  to  provide  a  significant  boost  to  District  steel 
production  in  1993.  Finally,  demand  for  machine  tools  is  being  sustained  by  the 
need  for  the  auto  industry  to  keep  pace  with  model  changes  of  imports  and  trans- 
plants and  by  the  need  for  manufacturers  to  reduce  cost  and  improve  quality.  Plans 
for  equipment  spending  appear  to  be  strong  and  should  be  a  key  source  of  strength 
in  the  District's  economy  in  1993. 

Exports  have  always  been  an  important  component  of  the  District's  economy,  one 
that  has  been  increasing  over  time  but  which  was  undermined  in  the  mid-1980's 
when  the  dollar's  exchange  rate  was  high.  Currently,  manufactured  exports  from 
the  District  amount  to  about  12  percent  (or,  $49  billion)  of  the  nation's  total.  A  pri- 
mary strength  in  exports  has  come  from  capital  equipment  (particularly  industrial 
and  electrical  equipment)  and  scientific  instruments.  Growth  in  foreign  demand  for 
products  of  these  industries  during  1991-92  has  helped  hold  up  the  District  econ- 
omy in  an  otherwise  sagging  export  market.  In  Wisconsin,  for  example,  non-elec- 
trical machinery  (mostly  machine  tools)  grew  at  an  average  annual  rate  of  nearly 
20  percent  between  1987  and  1991,  before  slowing  to  only  1  percent  in  1991  as  glob- 
al markets  weakened.  Chemical  and  transportation  equipment  industries  have  also 
been  important  in  the  export  mix,  but  have  been  harder  hit  by  the  recent  slowdown 
in  export  growth  (due  in  part  to  slower  economic  growth  overseas). 

Because  of  the  relative  importance  of  this  latter  group  to  total  District  exports, 
and  because  of  the  special  role  of  trade  between  Canada  and  Michigan,  the  District's 
overall  export  growtn  has  been  held  back  in  recent  years.  For  example,  after  out- 
pacing the  nation  in  1990  by  a  substantial  margin,  District  exports  of  manufactured 
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goods  expanded  8  percent  in  1991  and  6  percent  in  1992,  while  nationally  exports 
increasea  12  percent  and  8  percent.  However,  if  Michigan  is  excluded  (high  volume 
trade  occurs  between  Michigan  and  Canada  and,  unless  the  auto  industry  is  directly 
involved,  Michigan's  volume  doesn't  respond  to  changes  in  overseas  demand),  the 
comparisons  look  a  little  better,  with  District  exports  outpacing  the  nation  in  1992 
by  roughly  two  percentage  points. 


Table  3 

Exports  by  State  and  Region 

Percent 

Percent 

Percent 

Percent 

change 

change 

change 

change 

Share  of  U.: 

1988-89 

1989-90 

1990-91 

1991-92 

total-  1992 

Seventh  District 

10.7 

24.2 

8.2 

6.0 

14.2% 

Illinois 

17.5 

24.4 

6.6 

9.0 

4.3 

Indiana 

12.3 

23.8 

9.3 

6.8 

1.8 

Iowa 

21.8 

-1.0 

3.2 

9.9 

0.7 

Michigan 

5.5 

25.7 

10.3 

1.0 

5.8 

Wisconsin 

7.0 

32.7 

5.5 

15.1 

1.7 

U.S.  Total 

15.1 

17.5 

12.1 

8.1 

~ 

External  and  global  swings  in  the  marketplace,  such  as  those  influencing  current 
demand  for  capital  machinery  and  equipment  will  continue  to  lie  beyond  the  influ- 
ence of  either  local  policymakers,  or  national  policymakers  for  that  matter.  And  be- 
cause the  industries  involved  are  often  those  who  are  large  employers  at  individual 
locations,  the  local  impacts  will  be  severe  for  those  regions  affected. 

Agricultural  Restructuring 

The  late  1980's  brought  substantial  recovery  to  the  farm  sector.  Farm  earnings 
improved  considerably  as  rebounding  exports  and  altered  farm  support  programs 
trimmed  the  burdensome  crop  supplies  of  the  mid-1980s.  The  improved  returns 
caused  farm  asset  values  to  turn  upward.  The  downturn  in  farm  debt  that  started 
in  1984  continued  through  1990,  further  strengthening  the  farm  sector  balance 
sheet.  Various  measures  of  the  quality  of  farm  debt  have  improved  substantially 
from  the  distressed  levels  of  the  mid  1980's  and  are  more  in  line  with  the  levels 
that  prevailed  prior  to  the  excesses  of  the  1970's.  Accordingly,  the  performance  of 
commercial  farm  lenders  has  rebounded  sharply. 

While  the  financial  condition  of  the  farm  sector  today  is  vastly  improved  from  that 
of  the  mid-1980's,  it  exhibits  a  cautious  demeanor  in  spending  and  continues  to  go 
through  considerable  restructuring  to  achieve  greater  production  efficiencies.  Re- 
flecting the  cautious  attitudes  of  farmers,  capital  expenditures  in  the  farm  sector  de- 
clined for  the  second  consecutive  year  in  1992  and,  at  $11.2  billion,  were  well  below 
the  levels  of  most  years  over  the  last  two  decades.  And  despite  the  relatively  strong 
returns  to  assets  in  recent  years,  the  bidding  in  farmland  transactions  has  been 
lackluster.  As  a  result,  the  trend  in  farmland  values  is  only  modestly  upward  in 
nominal  dollar  terms  and  flat  to  slightly  downward  in  real  terms. 

The  restructuring  that  still  characterizes  the  farm  sector  here  and  elsewhere  is 
reflected  in  the  continuing  decline  in  the  number  of  farms.  During  the  1950's  and 
the  1960's,  farm  numbers  declined  at  an  annual  rate  of  3  percent.  The  rate  of  de- 
cline slowed  considerably  during  the  "boom"  times  of  the  1970's  and  from  1978  to 
1981  farm  numbers  actually  stabilized.  But  the  downtrend  has  resumed  since  then, 
with  the  annual  rate  of  decline  over  the  last  eleven  years  approximating  1.5  percent. 

The  decline  in  farm  numbers  has  been  especially  apparent  among  pork  producers, 
a  commodity  ofparticular  importance  in  states  comprising  the  Seventh  Federal  Re- 
serve District.  The  1987  Census  of  Agriculture  founa  that  the  number  of  farms  with 
hogs  was  down  45  percent  from  9  years  earlier  nationwide  and  down  37  percent  in 
District  states.  (During  the  same  time  period,  the  decline  in  all  farm  numbers  was 
closer  to  a  tenth.)  Updated  information  shows  that  the  number  of  operations  with 
hogs  has  declined  an  additional  25  percent  nationwide  since  1987  and  about  14  per- 
cent in  District  states. 

Several  factors  are  behind  the  restructuring  that  continues  to  result  in  shrinking 
farm  numbers  and  a  greater  degree  of  commodity  specialization  among  those  that 
remain.  But  a  major  factor  reflects  the  need  to  achieve  scale  economies  in  order  to 
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reduce  production  costs  per  unit  of  output.  With  the  increasing  globalization  of  agri- 
cultural markets  and  the  likelihood  of  a  further  downscaling  of  federal  government 
farm  income  and  price  support  programs,  the  focus  on  achieving  scale  economies 
will  no  doubt  continue  in  the  future.  These  restructurings  that  enhance  the  produc- 
tion efficiency  of  U.S.  agriculture  may  need  to  be  complemented  with  redefined  rural 
development  and  infrastructure  investment  policies  that,  among  other  things,  help 
to  retrain  displaced  farmers  and  provide  better  job  opportunities  for  all  rural  resi- 
dents. Research  on  relocation  of  manufacturing  activity  shows  that  a  number  of  non- 
metropolitan  counties  in  our  District  are  achieving  growth  in  manufacturing  em- 
ployment. But  many  of  these  fortunate  counties  either  border  metropolitan  areas  or 
enjoy  the  transportation  advantages  of  an  interstate  highway.  Many  other  rural 
counties  could  benefit  from  efforts  to  retrain  workers  and  expand  off-farm  job  oppor- 
tunities. 

The  farm  sector  restructuring  has  parallel  trends  among  agri-business  firms  that 
process  and  distribute  agricultural  commodities  and/or  manufacture  the  inputs  used 
by  farmers.  Consolidation  has  been  vividly  evident  in  recent  years  in  the  number 
of  meat  packers  and  processors.  Moreover,  the  emphasis  on  specialization  has  led 
to  a  geographical  shift  of  beef  processors  out  of  the  Midwest  into  more  western 
states.  Reflecting  this,  the  share  of  cattle  processed  by  packing  firms  in  the  five 
states  of  the  Seventh  Federal  Reserve  District  has  declined  from  23  percent  to  14 
percent  over  the  last  two  decades.  This  loss  has  been  only  partially  offset  by  the 
growing  share — from  44  percent  to  50  percent — of  the  nation's  hogs  that  are  proc- 
essed by  commercial  packers  in  District  states. 

Mergers  and  acquisitions  have  also  been  widespread  in  the  fertilizer,  pesticide, 
seed,  and  farm  machinery  and  equipment  industries  in  recent  years.  The  consolida- 
tion of  the  farm  machinery  and  equipment  industry  has  had  a  sizable  repercussion 
on  the  states  of  the  Seventh  Federal  Reserve  District.  As  purchases  of  farm  machin- 
ery and  equipment  retreated  during  the  "credit-crises"  of  the  1980's,  U.S.  payroll 
employment  among  farm  machinery  and  equipment  manufacturers  retreated  from 
a  peak  of  159,000  in  1979  to  a  low  of  65,000  in  1986.  The  trend  since  then  has  been 
mixed;  recovering  to  around  79.000  in  1990  and  then  retreating  to  just  over  70,000 
last  year  as  the  cautious  spending  patterns  of  farmers  triggered  another  slump  in 
sales.  The  consolidation  suggested  by  these  employment  numbers  for  farm  equip- 
ment manufacturers  was  no  doubt  just  as  extensive  in  the  number  of  dealerships 
and  the  network  of  suppliers,  distributors,  and  haulers  that  support  the  farm  equip- 
ment industry. 

Confronting  the  Challenges 

Following  periods  of  economic  shocks,  a  region's  indigenous  institutions,  including 
its  financial  lenders  and  state-local  governments,  must  take  up  the  challenges  of  re- 
development and  rebuilding.  However,  during  such  times,  their  resources  are  often 
stretched  thin. 

State  and  Local  Government 

In  the  1990's  the  District's  state  and  local  governments  are  being  forced  to  make 
structural  changes  to  their  revenue  systems  and  cuts  in  their  service  programs  rath- 
er than  relying  on  the  usual  temporary  budget  maneuvers  that  are  typical  of  cyclical 
downturns.  Despite  profound  shocks  to  its  economy  during  the  1980s,  District  gov- 
ernments largely  avoided  structural  changes  to  revenue  systems  and  services.  Fol- 
lowing the  weak  1980—82  period,  District  governments  were  able  to  restore  fiscal 
solvency  and  repeal  the  temporary  surcharges  which  they  had  imposed  to  shore  up 
deficit  positions.  Today,  however,  the  tepid  pace  of  economic  growth,  coupled  with 
overlying  pressures  from  Medicaid  and  federal  mandates,  have  pushed  state  and 
local  governments  to  enact  tax  hikes  and  service  cuts  during  the  aftermath  of  the 
1990-91  recession.  This  pressure  has  left  fewer  resources  to  assist  the  region  in  re- 
investment and  re-development. 

The  1980's 

The  back-to-back  recessions  of  1980  and  1981-82  were  particularly  hard  on  the 
Seventh  District  as  illustrated  by  a  nearly  25  percent  drop  in  Seventh  District  man- 
ufacturing employment  from  the  peak  in  the  first  quarter  of  1980  to  the  trough  of 
the  second  recession  in  the  third  quarter  of  1982.  At  the  same  time  and  for  several 
years  thereafter,  the  agriculture  sector  was  plagued  by  several  droughts,  debt  carry- 
over from  the  1970's,  and  a  rising  value  of  the  dollar. 

The  decline  in  these  two  key  industry  sectors  had  a  strong  effect  on  the  District's 
state  and  local  fiscal  health.  Still  District  governments  managed  to  weather  the 
short-lived  1980  recession  without  having  to  turn  to  major  tax  increases;  they  did 
so  by  drawing  down  on  relatively  healthy  fund  balances.  The  recession  of  1981-82 
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proved  harder  to  absorb.  Still,  District  states  managed  to  forestall  major  spending 
cuts  and  tax  hikes,  at  least  up  until  the  second  half  of  fiscal  year  1983.  At  that  time, 
deficits  were  so  severe,  and  further  public  service  cuts  so  intolerable,  that  all  of  the 
five  states  took  the  unpopular  measure  of  increasing  either  income  or  sales  tax  rates 
or  both.  Nonetheless,  the  income  tax  changes  came  primarily  in  the  form  of  surtaxes 
which  were  repealed  or  expired  when  recovery  set  in.  For  example,  the  long-awaited 
snapback  in  consumer  spending  lifted  the  Michigan  economy  in  1983  and  1984,  ena- 
bling Michigan  to  cut  a  temporary  income  tax  rate  hike  from  6.35  percent  to  5.35 
percent  by  the  fall  of  1984.  State  and  local  balance  sheets  were  replenished  so  that 
fiscal  conditions  in  all  five  states  were  fairly  strong  by  FY85. 

Relative  to  east  and  west  coast  states,  Seventh  District  states  tended  to  increase 
expenditures  at  a  slower  rate  during  this  period.  Also,  District  states  used  this  pe- 
riod of  improved  conditions  to  bolster  their  fiscal  structure  against  future 
downturns.  Michigan  pioneered  the  creation  of  a  budget  stabilization  fund  and  other 
District  states  began  using  a  series  of  techniques  all  designed  to  put  structures  in 
place  to  cushion  government  from  future  economic  downturns. 


Figure  17 

Spending  per  $1000  personal  income 

Seventh  District  relative  to  rest  of  U.S. 
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Source:  U.S.  Department  ol  Commerce.  Bureau  ol  the  Census.  Government  Finances,  vanous  years 


The  1990's 

Fiscal  prudence  has  generally  allowed  the  Seventh  District  states  to  avoid  the 
high  degree  of  fiscal  adjustment  which  has  characterized  the  New  England  states 
and  California;  however,  it  has  not  left  the  states  insulated  from  the  fiscal  stresses 
that  now  have  an  estimated  22  states  running  structural  deficits. 
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Figure  18 

Projected  FY93  budget  balances  as  a  percentage  of  FY93  spending 
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As  both  self-initiated  programs  and  federally  imposed  mandated  programs  have 
grown,  state  revenue  growth  has  been  unable  to  keep  up.  Mandated  prison  sen- 
tences are  swelling  corrections  expenditures  as  prisons  must  be  constructed  to  house 
the  swelling  inmate  population.  Medicaid,  which  requires  states  to  match  Federal 
contributions,  has  also  been  exploding  in  terms  of  costs  as  the  scope  of  services  cov- 
ered by  Medicaid  have  been  regularly  expanded  and  the  eligible  population  has 
grown.  These  costs  have  shown  little  prospect  of  abating. 


Figure  19 

State/local  expenditures  for  Medicaid 

Billions  of  dollars 
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Source:  Congressional  Budget  Ottice.  Projections  of  National  Health  Expenditures.  October,  1992. 
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Meanwhile  the  potential  for  huge  additional  costs  to  be  added  through  more  strin- 
gent environmental  compliance  standards  looms  in  the  future.  Additionally,  unlike 
the  early  1980's,  the  cyclical  strategy  of  using  surtaxes  to  cover  budget  problems  in 
downturns  may  need  to  be  abandoned  this  time.  Illinois,  for  example,  has  extended 
its  income  tax  surcharge  through  June  of  1993  and  is  now  considering  making  it 
permanent  and  dedicating  the  proceeds  to  state  government  or  to  local  education 
rather  than  sharing  the  receipts  with  municipalities.  Michigan  voters  have  recently 


161 

rejected  a  proposal  for  local  property  tax  relief  in  the  belief  that  the  state  would 
not  have  the  resources  to  make  up  for  the  accompanying  revenue  shortfalls. 

State  and  local  governments  have  also  made  painful  expenditure  cuts.  The  struc- 
tural nature  of  the  adjustments  now  underway  in  District  states  is  also  illustrated 
by  the  fundamental  service  programs  which,  have  been  the  target  of  cuts.  Deep  cuts 
have  been  made  in  popular  programs  such  as  general  assistance,  higher  education 
and  economic  development.  For  example;  among  the  first  programs  to  fall  under  the 
budget  axe  in  Michigan  was  the  state's  General  Assistance  program,  where  90,000 
"able-bodied"  recipients  were  cut  from  the  rolls.  Similarly,  state  universities 
throughout  Seventh  District  have  seen  only  small  increases  in  their  budgets.  From 
FY91  to  FY93,  the  average  annual  increase  in  higher  education  appropriations 
ranged  from  a  high  of  3.5  percent  in  Wisconsin,  to  a  decline  of  -0.5  percent  in  Illi- 
nois. 

Figure  20 

Average  annual  percent  increase,  higher  education  expenditure  FY91  to  FY93, 
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Source:  State  Budget  S  Tax  News,  Vol.  1 1 ,  Issue  21 .  November  13. 1992. 
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So  far  this  year  Illinois  higher  education  expenditures  are  down  3  percent  through 
the  first  half  of  FY93.  At  the  same  time,  public  universities  have  had  to  raise  tuition 
so  as  to  limit  the  magnitude  of  budget  cuts.  Similarly,  economic  development  de- 
partments in  Illinois  and  Michigan  have  been  drastically  cut.  The  state  funded  por- 
tion of  the  Illinois  Department  of  Commerce  and  Community  Affairs  had  its  budget 
cut  by  nearly  80  percent  between  FY91  and  FY93.  Michigan's  Department  of  Com- 
merce saw  a  70  percent  budget  reduction  over  the  same  period. 
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Figure  21 

State  appropriations  for  economic  development-Illinois  &  Michigan 

Millions  of  dollars 
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Source:  National  Council  lor  Urban  Economic  Development.  Economic  Developments.  March  1 S.  1992. 


Because  of  the  uncontrolled  growth  in  Medicaid  and  corrections  spending,  these 
programs  have  had  to  absorb  greater  reductions  than  would  have  been  the  case  in 
previous  downturns. 

At  the  present  time,  state  governments  have  little  room  to  maneuver.  Both  Illinois 
and  Michigan  have  exhausted  their  budget  reserves  and  have  exhausted  the  usual 
list  of  fiscal  measures  tried  by  the  states  to  avoid  making  more  sweeping  structural 
adjustments  to  their  budgets.  Paced  with  a  backlog  of  bills,  both  states  will  still  be 
in  difficult  shape  even  with  a  sustained  recovery.  For  example,  in  FY92  Michigan 
used  $150  million  from  its  budget  stabilization  fund,  leaving  a  balance  of  only  $22 
million.  Even  so,  in  order  to  balance  its  books,  the  state  had  to  accrue  certain  taxes 
and  delay  school  aid  and  revenue  sharing  payments  to  municipalities.  In  the  coming 
year,  without  a  budget  reserve  and  having  exhausted  other  fiscal  maneuvers,  the 
state  will  have  to  make  structural  changes  in  expenditures  or  revenues  to  cope  with 
additional  fiscal  stresses.  In  Indiana,  Iowa,  and  Wisconsin  potential  fiscal  maneu- 
vers are  also  becoming  limited.  In  order  to  keep  fiscally  healthy,  Indiana  has  been 
forced  to  use  more  of  its  budget  reserve  than  it  would  prefer.  Wisconsin,  whose  rel- 
atively strong  economy  has  made  it  better  situated  than  most  states,  has  still  relied 
on  the  active  use  of  Governor  Thompson's  veto  and  has  shifted  some  responsibilities 
to  the  local  level.  Wisconsin's  revenue  department  has  been  looking  at  the  expanded 
use  of  local  sales  taxes  in  the  state  and  the  possibility  of  enabling  a  local  option 
income  tax.  In  Iowa,  two  very  austere  budgets  in  1990—91  and  1991-92,  accom- 
panied by  employee  reductions  and  some  limited  tax  increases,  have  enabled  the 
state  to  cobble  together  a  precariously  balanced  budget,  but  the  state  has  no  real 
reserves  left  to  meet  any  unforeseen  downturns. 

Pressures  on  state  government  have  spilled  over  and  have  been  passed  along  to 
local  governments.  Despite  the  fact  that  property  taxes  are  among  the  most  unpopu- 
lar of  all  state-local  revenue  sources,  the  Seventh  District  tax  structure  is  already 
more  reliant  on  property  taxes  than  is  the  case  nationally. 
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Table  4 

Seventh  District  state/local  tax  structure 

Percentage  distribution  of  tax  collections  by  source 


Income 


Sales  Property  Other  •  Total 
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Source:  Soo/c  of  f/ie  States,  1 993.  Council  of  State  Governments,  Lexington,  Kentucky. 


All  of  the  District  states,  except  for  Indiana,  rely  on  property  taxes  for  a  larger 
share  of  the  state  and  local  revenue  mix  than  is  the  case  nationally.  As  a  result, 
efforts  to  mitigate  future  increases  in  property  taxes  have  been  proposed  or  enacted 
including  property  tax  caps  in  Illinois  and  Wisconsin.  This  past  autumn,  Michigan 
failed  to  pass  the  "cut  and  cap"  proposal  on  the  ballot  when  voters  appeared  to  be- 
lieve that  it  was  unrealistic  to  expect  state  reimbursement  for  lost  property  tax  rev- 
enues. In  fact,  voters  were  probably  correct  in  their  assessment;  state  governments 
have  already  passed  along  their  own  fiscal  pressures  onto  local  governments  by  de- 
laying or  trimming  school  and  municipal  aid  payments.  Such  efforts  to  push  pro- 
grams down  to  municipalities  or  to  reduce  state  aid  to  towns  will  further  strain  the 
property  tax  base,  and  impede  efforts  to  reduce  reliance  on  the  property  tax  base. 

Compounding  the  strain  on  the  property  tax  base  is  the  slow  growth  in  assessed 
values.  More  conservative  property  revaluations  and  a  lack  of  new  construction  are 
limiting  the  automatic  growth  in  local  revenues  which  towns  became  accustomed  to 
during  the  latter  1980's.  With  a  distinct  possibility  that  some  state  responsibilities 
may  be  shifted  to  local  governments,  proposals  will  probably  emerge  to  permit  towns 
to  impose  new  types  of  taxes  in  order  to  diversify  their  revenue  base  and  to  avoid 
even  greater  reliance  on  property  taxes. 

Rising  Medicaid  and  health  care  costs  will  continue  to  pressure  the  state-local  sec- 
tor even  if  the  current  economic  expansion  accelerates.  These  costs  have  provided  the 
most  powerful  and  persistent  fiscal  strain  on  state  governments.  What  in  1980 
consumed  6  percent  of  state  budgets  is  being  projected  to  consume  28  percent  by 
1995.  The  growth  rate  for  Medicaid  expenditures  is  running  at  nearly  four  times 
that  of  revenues.  Each  year  the  states  have  underfo recast  the  rate  of  growth  in  this 
budget  area.  As  states  have  had  to  provide  supplemental  funds  to  cover  unantici- 
pated Medicaid  expenses,  other  budget  areas  have  been  squeezed.  For  example,  two 
District  states,  Wisconsin  and  Indiana  had  to  supplement  their  FY92  Medicaid 
budgets  by  $67  million  and  $42  million  respectively.  This  represented  supplements 
of  more  than  40  percent  over  the  original  Medicaid  budgets  in  these  states.  Some 
pressure  has  been  eased  by  the  enactment  of  Medicaid  provider  taxes  in  Illinois, 
Michigan,  and  Wisconsin. 

These  taxes  force  providers  to  pay  tax  on  the  proceeds  they  receive  from  providing 
Medicaid  services  and  in  most  cases  have  the  side  effect  of  increasing  the  federal 
contribution  to  state  Medicaid  programs.  In  Illinois,  Medicaid  expenditures  twenty 
years  ago  were  half  of  state  spending  on  primary  and  secondary  education.  Today 
it  slightly  exceeds  that  spending. 
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Figure  22 

State/local  per  capita  expenditures  for  Medicaid,  1980  and  1990 
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Source:  U.S.  Department  of  Commerce.  Bureau  ol  the  Census.  Government  Finances,  1979-80. 1989-90. 


Concerns  for  the  Future 

Longer  term,  there  will  be  continuing  pressures  for  increased  expenditures  on  edu- 
cation, infrastructure  and  the  environment.  These  three  areas  will  demand  more 
government  resources  in  the  future.  In  the  case  of  education,  the  District  states'  re- 
liance on  property  taxes  to  fund  elementary  and  secondary  education  presents  two 
problems.  First,  property  tax  revenues  over  the  near  term  are  unlikely  to  grow  very 
fast  due  to  a  lack  of  expansion  in  the  property  tax  base.  Unless  new  efficiencies  in 
providing  education  are  miraculously  found  and  implemented,  this  will  mean  that 
property  tax  rates  will  be  pressured  upward.  Given  the  taxpayer  sentiment  against 
the  property  tax  increases  and  the  popularity  of  tax  caps  in  states  such  as  Illinois, 
the  ability  of  this  tax  source  to  fund  the  larger  educational  expenditures,  which  will 
be  needed  with  a  growing  school  population,  will  be  strained.  Second,  the  reliance 
on  the  property  tax  also  creates  funding  inequalities  between  school  districts.  Dis- 
trict states  have  so  far  been  able  to  avoid  judicial  challenges  which  would  compel 
an  equalization  scheme.  However,  in  last  fall's  election,  an  Illinois  referendum 
which  would  have  required  that  the  state  pay  "the  majority"  of  school  funding  was 
narrowly  defeated  despite  receiving  better  than  57  percent  of  the  vote;  60  percent 
was  required.  Moreover,  court  challenges  will  continue.  The  success  of  any  of  these 
initiatives  would  be  severe.  To  make  equalization  schemes  at  all  acceptable  to  the 
public,  spending  will  need  to  be  "leveled  up,"  thereby  sharply  raising  overall  revenue 
requirements. 

Infrastructure  investments  are  also  being  called  for,  mostly  in  the  form  of  repair 
and  replacement  of  existing  structures.  For  example,  one  third  of  Chicago's  sewer 
system  is  better  than  80  years  old.  Given  that  the  sewer  system  was  designed  to 
have  a  total  life  expectancy  averaging  90  years,  it  is  clear  that  significant  outlays 
will  need  to  be  made  in  the  coming  years.  Other  basic  infrastructure  such  as  roads 
and  bridges  are  also  in  need  of  attention.  Because  the  District  states  do  not  carry 
heavy  levels  of  indebtedness  (measures  of  both  bonded  debt  per  capita  and  per 
$1000  of  personal  income  are  low  in  all  District  states),  states  would  ordinarily  be 
in  relatively  good  shape  to  issue  debt  in  the  form  of  bonds.  However,  the  weak  rates 
of  revenue  growth  will  make  it  costly  to  issue  additional  debt  since  it  is  uncertain 
as  to  whether  future  revenues  will  be  sufficient  to  service  the  debt. 
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Figure  23 

State/local  total  debt  per  capita,  1990 
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Source:  U.S.  Department  ol  Commerce.  Bureau  ot  the  Census.  Government  Finances.  1989-90. 
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Environmental  concerns  have  been  added  to  the  list  of  long  run  concerns.  Both 
states  and  municipalities  face  staggering  costs  in  implementing  the  environmental 
standards  includea  in  programs  such  as  the  Clean  Air  Act  Amendments  of  1990.  A 
detailed  study  by  the  city  of  Columbus,  Ohio  estimated  that  the  city  will  need  slight- 
ly more  than  1  billion  dollars  to  comply  with  22  state  and  federal  environmental 
mandates  over  the  next  10  years.  The  magnitude  of  that  expenditure  is  best  illus- 
trated by  the  fact  that  the  total  city  budget  in  1991  was  $591  million.  Similar  com- 
pliance costs  can  be  expected  at  both  the  state  and  local  level  in  Seventh  District 
states  where  the  industrial  and  agricultural  heritage  of  the  region  will  make  envi- 
ronmental compliance  costs  steep.  At  the  state  level  the  combination  of  Medicaid/ 
health  care  costs  and  environmental  compliance  costs  have  the  potential  of  consum- 
ing the  bulk  of  state  budgets.  At  the  local  level,  education  expenditures  (when  cou- 
pled with  these  environmental  compliance  costs)  will  have  the  same  effect — limiting 
the  other  program  options  of  government. 

There  are  also  concerns  that  the  pension  systems  of  many  public  employees  may 
be  underfunded.  Three  of  the  District's  five  state  employee  pension  funds  are  se- 
verely underfunded  and  this  has  the  potential  of  making  worrisome  claims  on  future 
revenues.  Michigan's  state  pension  fund  has  contributions  equal  to  66  percent  of  fu- 
ture liabilities,  while  Illinois  and  Indiana  have  funding  levels  of  64  percent  and  58 
percent,  respectively.  These  states  can  use  a  "pay  as  you  go"  strategy  to  avoid  hav- 
ing to  make  any  drastic  short-term  adjustments  in  their  levels  of  contributions. 
However,  such  a  policy  has  two  negative  repercussions.  In  the  near  term,  states 
have  been  increasing  their  immediate  pension  liabilities  and  outlays  through  early 
retirement  programs  aimed  at  saving  overall  personnel  costs.  But  this  policy  puts 
immediate  strains  on  current  operating  solvency.  Second,  state  bond  ratings  can  be 
unfavorably  affected  by  pay-as-you-go  pension  funding,  thereby  raising  borrowing 
costs  because  underfunded  pensions  are  usually  viewed  by  agencies  as  an  indicator 
of  fiscal  stress. 

Recap 

Owing  to  both  its  own  fiscal  prudence  during  the  troubled  1980's  and  to  the  more 
favorable  regional  conditions  currently  in  many  parts  of  the  District,  state-local  gov- 
ernments have  passed  through  these  troubled  times  in  better  shape  than  many 
other  regions.  Nonetheless,  District  governments  are  as  widely  diverse  as  the  Dis- 
trict's economy.  For  example,  state  government  in  Michigan  and  many  of  its  local 
governments  in  particular  are  susceptible  to  the  upheavals  in  economic  base  which 
accompany  plant  closings  and  mass  layoffs  in  the  auto  industry.  Moreover,  District 
governments  in  general  are  far  from  insulated  from  the  pressures  common  to  the 
entire  state-local  sector  nationally:  rising  Medicaid  and  prison  expenditures,  federal 
mandates  such  as  compliance  with  environmental  regulation,  and  slowly  growing 
revenues.  As  a  result,  structural  changes  and  fiscal  crisis  are  evident  throughout 
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our  District  for  many  governments  who  have  made  painful  cuts  in  public  services 
and  who  have  raised  tax  rates  or  extended  tax  surcharges. 

Financial  Developments  in  the  Seventh  Federal  Reserve  District 

Although  the  Seventh  District  did  not  escape  unscathed  the  financial  trauma  that 
has  afflicted  the  rest  of  the  nation  since  the  early  1980's,  it  has  suffered  less  than 
most  other  regions.  Neither  the  number  of  failing  banks  nor  their  assets  have  been 
as  large,  relative  to  District  totals,  as  in  most  other  areas  of  the  country.  For  the 
entire  Seventh  District,  only  72,  or  2.6  percent  of  District  banks  failed  between  1982 
and  1992,  as  opposed  to  9.7  percent  of  the  banks  for  the  country  as  a  whole.  The 
annual  number  of  failures  in  the  District  peaked  at  14  in  1985,  well  before  the  1989 
peak  of  206  failures  for  the  entire  United  States.  In  large  part,  the  difference  in  tim- 
ing of  the  District's  banking  problems  relative  to  the  rest  of  the  country  reflected 
some  previously  noted  characteristics  of  the  behavior  of  the  broader  economy.  One 
was  the  fact,  discussed  in  some  detail  above,  that  the  District  economy  was  hit  ex- 
tremely hard  by  the  1981-82  downturn  relative  to  other  regions  of  the  country.  Dis- 
trict banking,  in  turn,  was  strongly  affected  by  the  collapse  in  land  prices  and  agri- 
cultural loan  quality  problems  that  accompanied  the  disinflationary  period  that  fol- 
lowed. In  more  recent  years,  in  contrast,  the  District  was  largely  spared  the  prob- 
lems experienced  by  the  Southwest  associated  with  the  sharp  fall  in  oil  prices  begin- 
ning in  1986,  and  the  1990—91  recession  was  not  as  severe  in  the  District  as  else- 
where. However,  we  also  like  to  think  that  the  lower  failure  rate  in  the  District  over 
the  entire  decade  had  something  to  do  with  the  diligence,  conservative  loan  evalua- 
tions, and  prompt  supervisory  intervention  that  have  characterized  our  field  exam- 
iners and  supervisors. 


Figure  24 

Closed  banks  •  Seventh  District 

Number  of  institutions 
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District  banks  continue  to  show  improving  earnings  and  capital.  In  1992,  the  av- 
erage return  on  equity  for  commercial  banks  in  the  Seventh  District  was  11.6  per- 
cent, up  slightly  from  11.3  percent  in  1991  but  slightly  below  the  national  average 
of  12.1  percent,  while  the  average  return  on  assets  was  0.90  percent,  up  from  0.83 
percent  in  1991,  but  also  slightly  below  the  national  average  of  0.91.  While  the  re- 
turn on  assets  of  District  banks  with  assets  of  less  than  $1  billion  rose  sharply  to 
1.17  percent  in  1992  from  0.98  in  1991,  that  of  District  banks  with  assets  of  more 
than  $1  billion  slipped  slightly  to  0.66  percent  from  0.67  percent  in  the  previous 
year  and  remains  well  below  what  traditionally  have  been  considered  "normal"  lev- 
els; the  same  pattern  holds  for  return  on  equity.  The  improving  health  of  District 
banks  was  further  attested  by  the  fact  that  there  has  been  a  70  percent  decline  in 
the  number  of  lower  rated  banks  in  the  District  since  the  end  of  1986. 
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Figure  25 

Return  on  assets  •  commercial  banks 

Percent  to  average  assets 
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Figure  26 

3,  4,  and  5,  CAMEL  rated  banks  -  Seventh  District 

Number  of  institutions 
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Beset  by  the  erosion  of  capital  by  loan  losses  of  the  past  decade  and  new  regu- 
latory pressures  to  increase  capital,  District  banks  strived  to  increase  their  capital 
ratios  in  a  number  of  ways.  They  have  added  to  retained  earnings  by  restricting 
dividends  and  have  gone  to  market  with  new  issues  of  equity  and  subordinated 
debt.  To  some  degree  they  have  adjusted  to  the  tighter  capital  constraints  by  cutting 
lending  and  asset  growth.  The  net  effect  of  these  adjustments  was  that  capital  ra- 
tios rose  for  nearly  all  District  banks,  with  the  average  equity  capital-to-assets  ratio 
averaging  7.8  percent  as  of  the  end  of  1992. 
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Figure  27 

Equity  to  total  assets  -  commercial  banks 

Percent  of  total  assets 
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A  key  factor  in  the  improving  condition  of  banks  in  the  District  has  been  the  grad- 
ual winding  down  of  their  asset  quality  problems.  Nonperforming  loans  were  down 
from  2.1  percent  of  total  loans  in  the  fourth  quarter  of  1991  to  1.7  percent  of  total 
loans  as  of  the  fourth  quarter  of  1992,  reflecting  the  improving  economic  conditions 
and  further  chargeoffs  of  the  worst  loans.  An  equally  encouraging  sign  was  the 
sharp  increase  in  loan  loss  reserve  coverage  at  yearend  1992  to  105  percent  of 
nonperforming  loans,  up  from  96  percent  in  the  preceding  quarter  and  from  88  per- 
cent at  yearend  1991.  In  view  of  the  fact  that  this  coverage  ratio  has  averaged  just 
over  100  percent  for  District  banks  in  the  past,  its  current  level  suggests  that  most 
of  the  negative  effects  on  bank  capital  of  facing  up  to  probable  loan  losses  are  be- 
hind us  and  will  no  longer  constitute  a  drag  on  new  lending. 


Figure  28 

Nonperforming  loans  -  commercial  banks 

Percent  to  total  loans 
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Figure  29 

Loan  loss  reserves  -  commercial  banks 

Percent  to  nonperforming  loans 
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The  ongoing  process  of  consolidation  that  has  characterized  our  region  over  the 
past  two  decades  has  allowed  Seventh  District  banks  to  become  more  diversified,  in 
turn  increasing  their  safety  and  soundness.  This  process  was  given  added  impetus 
by  the  decision  of  District  states  to  open  themselves  to  regional  and  nationwide 
banking.  This  process  is  dramatically  altering  the  banking  structures  of  states  in 
the  District,  which  for  many  decades  had  some  of  the  most  restrictive  branching  and 
holding  company  laws  in  the  nation.  Because  of  the  asset  quality  and  earnings  prob- 
lems encountered  by  some  of  the  money  center  and  other  larger  banks  in  the  Sev- 
enth District's  major  financial  centers  in  the  mid-1980s,  those  banks  have  not  been 
in  a  position  to  take  the  initiative  in  geographical  expansion  and  acquisition  activ- 
ity. Consequently,  the  vacuum  has  Deen  filled  by  large  regional  banks 
headquartered  outside  of  Chicago  and,  in  some  cases,  outside  the  District. 

Thrift  institutions  in  the  Midwest  are  also  showing  improvement,  but  from  a 
much  lower  base.  Because  of  their  institutional  design,  thrifts  were,  of  course,  much 
more  vulnerable  to  the  unprecedented  increases  in  interest  rates  at  the  beginning 
of  the  1980s  than  commercial  banks.  Of  the  District  states,  only  Illinois  had  a  seri- 
ous thrift  problem,  ranking  fourth  in  the  number  (47)  of  thrift  institutions  resolved 
by  the  Resolution  Trust  Corporation  between  its  establishment  in  1989  and  yearend 
1992  and  eighth  in  terms  of  the  total  assets  of  resolved  institutions  ($7.7  billion). 
Although  most  of  the  terminally  ill  thrift  institutions  in  the  Midwest  have  now  been 
placed  in  receivership,  a  formidable  cleanup  operation  is  still  in  progress.  Only  four 
savings  and  loan  associations  in  the  District  remain  in  the  conservatorship  program, 
and  there  are  eight  undercapitalized  savings  and  loans  rated  MACRO  5  that  are 
candidates  for  conservatorship. 

It  should  not  be  assumed  that  the  health  of  depository  institutions  in  the  Seventh 
District  has  been  fully  restored  or  that  there  is  no  possibility  of  further  setbacks. 
There  is  still  general  weakness  in  commercial  real  estate  lending,  reflecting  the  high 
vacancy  rates  and  reduced  building  activity  that  constitute  the  hangover  from  the 
binge  of  the  late  1980s.  However,  because  overbuilding  in  the  1980s  never  reached 
the  fever  pitch  in  the  District  that  it  did  in  the  Southwest  and  New  England,  the 
correction  nas  so  far  been  much  more  moderate.  But  while  the  vacancy  rate  in  Chi- 
cago remained  lower  throughout  the  mid-to-late  1980s  than  in  the  nation,  it  has 
risen  sharply  over  the  past  three  years  as  more  space  has  come  on  the  market — 
just  as  Sears  was  relocating  to  the  suburbs. 

Credit  Availability 

During  the  last  three  years,  credit  availability  remained  better  in  the  Midwest 
than  in  many  other  parts  of  the  country.  This  was  largely  the  result  of  the  relatively 
healthy  condition  of  the  District's  banking  organizations.  This  health  not  only  meant 
that  fewer  banks  were  forced  to  reduce  their  lending,  it  also  eased  the  adjustment 
for  borrowers  at  banks  that  were  facing  capital  and  asset  quality  problems.  Indeed, 
a  number  of  the  better  capitalized  banks  in  the  Seventh  District  actively  sought  to 
bid  away  credit  worthy  customers  from  the  District's  weaker  banks. 


170 

In  addition,  the  few  midwestern  banks  that  experienced  significant  asset  quality 
problems  had  loans  outstanding  to  borrowers  throughout  the  country.  This  diver- 
sification had  two  consequences.  First,  the  fate  of  our  troubled  banks  was  generally 
tied  to  the  prospects  for  the  national  economy,  not  the  fortunes  of  a  single  region, 
as  was  the  case  in  New  England.  Second,  in  contrast  to  New  England,  the  disrup- 
tions created  by  the  retrenchment  of  the  troubled  banks  in  our  District  was  spread 
across  the  entire  country  rather  than  being  concentrated  on  borrowers  in  the  Dis- 
trict. 

But  while  the  District's  banking  system  remained  relatively  healthy,  Midwestern 
borrowers  could  not  completely  escape  the  changes  sweeping  through  U.S.  credit 
markets.  The  net  effect  of  these  changes  has  been  to  make  bank  lending  more  profit- 
able, ending  a  longstanding  but  unsustainable  deterioration  in  the  compensation 
banks  receive  for  bearing  risk.  Because  the  new  pricing  structure  reflects  these  risks 
more  accurately,  the  ultimate  result  will  be  a  safer  and  more  effective  financial  sys- 
tem. 

The  banking  industry's  transition  toward  this  new,  more  realistic  pricing  struc- 
ture began  to  be  apparent  in  the  spring  of  1990,  accelerated  dramatically  during 
late  1990  and  early  1991,  and  was  completed  by  1992.  A  number  of  forces,  including 
changes  in  bank  regulation,  drove  the  restructuring.  However,  the  three  most  im- 
portant forces  pushing  the  industry  down  the  road  to  restructuring  were  the  per- 
ceived increase  in  the  risk  of  the  industry's  loan  portfolio,  the  concomitant  increase 
in  industry  losses,  and  the  growing  realization  that  lending  could  not  be  profitable 
without  substantially  wider  spreads. 

As  was  the  case  across  the  nation,  District  banks  responded  to  these  forces  by  re- 
ducing their  exposure  to  their  largest  borrowers  and  tightening  the  pricing  of  loans 
and  loan  commitments  to  nearly  every  type  of  borrower.  Whether  poorly  capitalized 
or  well-capitalized,  large  or  small,  urban  or  rural,  virtually  every  bank  in  the  Sev- 
enth Districtparticipated  in  the  shift  to  a  new,  more  realistic  pricing  structure  for 
bank  loans.  The  upshot  has  been  a  slowdown  in  the  growth  of  assets  held  by  Dis- 
trict banks  from  3  percent  in  1990  to  1  percent  in  1992. 

The  restructuring  of  credit  markets  during  1990  and  1991  was  inevitable  and,  on 
balance,  desirable.  Nevertheless,  because  policymakers  did  have  several  tools  at 
their  disposal  to  ease  the  transition  process,  the  Federal  Reserve  was  continually 
checking  for  signs  that  tight  credit  was  creating  significant  barriers  to  the  growth 
of  businesses,  either  in  the  District  or  nationally.  However,  our  contacts  with  Dis- 
trict businesses  and  banks  suggested  that,  outside  of  the  real  estate  sector,  District 
borrowers  were  still  able  to  obtain  credit,  albeit  at  a  higher  price.  Indeed,  the  pri- 
mary concern  of  most  of  the  businesses  we  contacted  was  neither  the  availability 
nor  the  price  of  credit;  it  was  the  economy's  sluggish  performance. 

At  recent  meetings  of  our  Small  Business  ana  Agricultural  Advisory  Councils,  we 
have  again  carefully  reviewed  the  question  of  credit  availability  with  the  Council 
members.  The  view  continues  to  be  that  banks  have  become  much  more  careful  in 
the  loan  extension  process;  credit  standards  have  been  raised,  documentation  re- 
quirements have  been  made  more  demanding,  and  as  noted  above,  spreads  and  fees 
have  risen.  However,  our  council  members  almost  universally  felt  that  adequate 
credit  was  generally  available. 

On  the  other  hand,  many  Council  members  were  concerned  that  environmental 
regulations  are  making  certain  types  of  transactions  unbankable.  Leery  of  the  po- 
tential liability,  some  banks  are  shying  away  from  a  credit  whenever  an  environ- 
mental issue  is  even  a  remote  possibility.  Those  banks  that  are  willing  to  proceed 
are  very  demanding  in  their  requirements  for  complete  but  costly  environmental 
studies.  Both  our  Agricultural  and  Small  Business  Advisory  Councils  feel  strongly 
that  this  environmental  matter  is  significantly  impeding  the  extension  of  credit  to 
these  key  sectors  of  our  District's  economy. 

From  the  perspective  of  the  District's  banks,  the  restructuring  of  credit  markets 
is  now  largely  complete.  Credit  terms  have  ceased  to  tighten,  asset  quality  is  on  the 
rebound,  ana  most  District  banking  organizations  have  now  built  up  a  sufficient 
cushion  of  excess  capital  that  they  can  focus  more  of  their  attention  exclusively  on 
the  business  of  lending.  However,  this  does  not  mean  that  District  banks  will  soon 
again  begin  growing  at  7  or  8  percent  a  year.  In  all  likelihood,  District  borrowers 
are  still  adjusting  to  this  new  more  realistic  pricing  structure.  As  these  borrowers 
find  additional  ways  to  economize  on  bank  credit,  their  borrowing  needs  will  de- 
crease. This  process  will  be  accelerated  by  the  fact  that  many  businesses  are  carry- 
ing debt  burdens  that  are  inappropriately  high  for  such  a  competitive  and  volatile 
economic  environment.  Until  District  businesses  have  fully  adjusted  to  the  new 
credit  market  realities,  we  will  continue  to  see  relatively  modest  rates  of  growth  at 
District  banks. 
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Current  Conditions 

Entering  1993 — A  Current  Assessment 

The  same  challenges  and  opportunities  that  have  transformed  the  District's  econ- 
omy over  the  last  15-20  years  can  be  seen  shaping  its  economic  performance  today. 
To  be  sure,  the  District's  economy  is  still  doing  better  relative  to  the  nation  in  many 
sectors,  but  competitive  pressures  are  continuing  to  force  change  Moreover  the 
pace  of  our  recovery  is  lackluster  by  past  standards  and  concerns  of  sustainability 
remain  as  much  an  issue  for  the  District  as  the  nation. 

Agriculture 

The  1992  crop  season  was  characterized  by  a  record  harvest  nationwide  despite 
some  of  the  most  unusual  weather  patterns  in  memory.  In  our  District,  record- 
breaking  outcomes  in  Illinois,  Indiana,  and  Iowa  pushed  the  five-state  corn  and  soy- 
bean harvest  some  28  percent  above  the  low  year-earlier  level  and  8  percent  above 
the  previous  high  set  in  1985.  But  the  overall  abundance  was  countered  in  many 
areas  of  the  District— especially  in  Michigan  and  Wisconsin— by  several  problems 
that  resulted  in  a  very  difficult  harvest.  Cool  temperatures  during  the  growing  sea- 
son, an  early  frost,  and  a  rainy  fall  season  led  to  a  late  harvest,  costly  drying 
charges,  and  extensive  quality  discounts  on  much  of  the  corn  harvested  in  the  north- 
ern portions  of  our  District. 

The  price  implications  of  the  larger  harvest  will  be  only  partially  cushioned  by 
increased  consumption.  Domestic  consumption  of  both  corn  and  soybeans  will  likely 
register  further  growth  during  the  current  marketing  year.  But  compared  to  the  20 
percent  decline  in  the  combined  tonnage  of  corn,  soybeans,  and  soybean  meal  ship- 
ments abroad  the  last  two  years,  export  prospects  for  the  District's  crop  farmers 
have  improved  only  marginally  this  year.  This  partially  reflects  the  delinquencies 
that  have  led  to  a  suspension  since  late  November  in  new  government  credit  guar- 
antees to  finance  shipments  to  Russia.  It  also  reflects  the  evidence  that  the  crops 
now  growing  in  the  Southern  Hemisphere  could  produce  a  banner  harvest  and  add 
further  to  available  world  supplies. 

It  now  seems  clear  that  the  record  1992  crop  harvest  will  contribute  to  a  large 
build-up  in  carryover  stocks.  As  such,  prices  of  major  Seventh  District  crops  have 
hovered  at  fairly  low  levels.  In  particular,  corn  prices  since  last  September  have 
averaged  just  over  $2  a  bushel,  down  nearly  a  fifth  from  a  year  ago  and  the  lowest 
in  nearly  five  years.  The  lower  prices  will  likely  outweigh  an  increase  in  government 
payments  and  lead  to  a  decline  in  earnings  of  District  crop  farmers  this  year.  This 
will  be  particularly  true  for  those  hit  hardest  by  the  harvesting  problems  of  last  fall. 
The  District's  livestock  and  dairy  farmers  are  also  experiencing  lower  prices  from 
expanding  production.  The  current  cyclical  upswing  among  hog  farmers  has  been 
underway  since  the  fall  of  1990.  Per  capita  pork  production  rose  7  percent  last  year 
and  reached  the  highest  level  since  1981.  The  latest  U.S.  Department  of  Agriculture 
estimates  show  hog  numbers  nationwide  are  up  4  percent,  assuring  continued 
growth  in  pork  production  well  into  this  year.  The  inventory  estimates  for  Iowa— 
by  far  the  largest  pork  producing  state — show  a  rise  of  8  percent.  Among  the  other 
District  states,  hog  numbers  are  little  changed  from  a  year  ago. 

The  implications  of  the  expanded  production  on  livestock  prices  have  been  par- 
tially cushioned  by  the  improving  trends  in  U.S.  meat  trade.  U.S.  pork  exports  have 
grown  rapidly  in  recent  years  while  pork  imports  have  declined.  Nevertheless,  hog 
prices  for  all  of  1992  averaged  about  14  percent  less  than  the  year  before  and  fur- 
ther slight  declines  are  expected  for  this  year.  Prices  for  many  hog  farmers  may  fall 
below  the  cost  of  production.  However,  the  more  efficient  producers  will  likely  expe- 
rience smaller,  but  positive  operating  returns. 

The  District's  dairy  farmers  have  witnessed  quite  volatile  markets  in  recent  years. 
Last  year,  milk  production  expanded  a  little  over  2  percent.  Although  averaging  7 
percent  higher  for  all  of  last  year,  milk  prices  weakened  considerably  during  the  lat- 
ter half  of  1992.  Prices  are  expected  to  lag  year-earlier  levels  for  much  of  1993  until 
production  is  pulled  into  better  balance  with  market  needs.  Earnings  of  dairy  farm- 
ers could  turn  down  this  year,  reversing  some  of  the  gains  of  last  year. 

The  agricultural  sector  continues  to  operate  with  a  vivid  awareness  of  the  dev- 
astating setbacks  suffered  by  farmers  and  agri-business  firms  as  the  "agricultural 
credit  crises"  of  the  1980s  washed  out  the  excesses  during  the  "boom"  of  the  1970s. 
The  subsequent  improvement  in  farm  earnings  and  the  level  and  quality  of  farm 
debt  has  been  substantial,  placing  the  industry  on  much  more  solid  footings  for  the 
1990s.  Yet  the  actions  of  farmers  and  agri-business  firms  reveal  a  mood  of  uncer- 
tainty and  caution.  This  mood  is  tied  in  part  to  the  painful  memories  of  the  1980s. 
It  also  reflects  the  continuing  focus  on  trimming  the  federal  budget  deficit  and  the 
implications  for  the  safety  net  provided  in  farm  income  and  price  support  programs. 
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The  cautious  mood  of  farmers  is  also  related  to  concerns  about  the  longer  run  pros- 
pects for  export  markets  which  are  vital  to  U.S.  agriculture.  These  concerns  mostly 
center  on  the  GATT  and  NAFTA  negotiations  and  the  changing  economies  of  East- 
ern Europe  and  the  former  USSR. 

The  near  term  prospects  for  Midwest  farmers  are  somewhat  mixed.  A  record  crop 
last  fall  and  the  ongoing  expansion  among  livestock  producers  will  continue  to  weigh 
heavily  on  prices  of  major  Midwest  farm  commodities.  Conversely,  an  expanded  vol- 
ume of  crop  and  livestock  marketing  and  a  sizable  increase  in  government  payments 
to  crop  producers  will  hold  gross  farm  earnings  close  to  last  year's  relatively  high 
level.  Farm  production  costs  will  likely  be  flat  again  this  year  due  to  moderating 
pressures  on  input  prices  and  a  slight  decline  in  crop  acreage. 

Industry 

The  District's  economy  in  January  and  February  of  this  year  has  been  leading  the 
nation  in  many  key  sectors,  particularly  manufacturing,  retail  trade,  and  housing 
activity.  For  example,  the  recent  gains  in  District  manufacturing  have  been  broad 
based,  with  producers  of  steel,  appliances,  autos,  and  heavy-duty  trucks  all  report- 
ing improvements  as  they  enter  1993.  Appliance  producers,  in  fact,  reported  a  surge 
in  production  at  the  end  of  1992,  in  part  linked  to  improving  housing  demand  but 
also  to  an  effort  by  dealers  to  stock  up  on  1992  models  before  new  energy  efficiency 
standard  take  effect  on  newer  models.  Steel  producers  are  booking  orders  as  far  as 
two  quarters  ahead,  due  to  the  desire  of  some  customers  to  assure  deliveries.  How- 
ever, profit  margins  are  depressed  and  one  producer  has  scheduled  two  price  in- 
creases on  cold  rolled  steel  for  the  first  half  of  1993  in  hopes  of  raising  tne  price 
of  a  ton  of  steel  above  costs.  Class  8  heavy-duty  truck  producers  report  that  public 
freight  carriers  have  been  ordering  trucks  in  large  quantities  since  July  1992,  with 
the  current  order  intake  rate  running  at  an  impressive  180,000  annual  unit  rate, 
triggered  in  part  by  pent-up  demand  but  also  by  higher  fuel  efficiency  standard  on 
new  models.  Sales  of  Class  8  trucks  in  1992  were  up  sharply  (20  percent)  from  a 
year  earlier,  but  only  reached  119,000  units,  a  good  improvement  from  last  year  but 
still  well  under  peak  levels  of  former  years.  One  producer  is  expecting  sales  to  reach 
as  high  as  160,000  units  in  1993  which  would  be  near  the  previous  peak  level  in 
1988. 

Still,  a  key  reason  for  the  strength  in  manufacturing  activity  has  been  the  in- 
crease in  car  and  light  truck  assembly  in  the  fourth  quarter  of  1992  and  first  quar- 
ter of  1993.  If  assembly  plans  hold  for  the  remainder  of  the  first  quarter,  the  auto 
industry  will  have  its  highest  (seasonally  adjusted)  quarter  of  assemblies  in  four 
years,  benefiting  not  only  District  assembly  plants  but  the  steel,  fabricating,  and 
auto-supplier  industries  located  in  the  District. 

The  competitive  strength  and  diversity  of  District  producers  among  sectors  that 
are  doing  relatively  well  is  reflected  not  only  in  our  direct  talks  with  producers  but 
also  in  surveys  that  provide  a  broader  scope  to  our  District  coverage.  For  example, 
purchasing  managers'  surveys  from  around  the  District  are  providing  a  direct  con- 
firmation of  what  corporate  executives  are  reporting.  The  production  components  of 
purchasing  managers  surveys  from  around  the  District,  including  Detroit,  indicate 
moderately  expanding  production  activity  in  early  1993.  In  fact,  the  production  com- 
ponent of  the  Chicago  survey  reached  its  highest  level  since  1988.  This  continuing 
strength  in  the  auto  and  other  manufacturing  industries  should  help  sustain  the 
District's  relatively  favorable  showing  for  retail  sales  and  employment  in  recent 
months. 

Reports  on  District  retail  sales  in  January  and  February  are  indicating  continued 
strength  in  spending,  following  the  strong  Christmas  selling  season  last  year.  For 
example,  a  large  department  store  in  the  District  has  told  us  that  year-over-year 
sales  growth  has  continued,  despite  the  fact  that  sales  were  quite  strong  at  this 
time  last  year  and  weather  in  February  was  unseasonably  harsh.  District  gains 
were  concentrated  in  seasonal  merchandise,  household  goods,  and  big-ticket  items 
in  general.  Several  retailers  in  Michigan,  including  the  Detroit  area,  had  better  than 
expected  sales  gains  in  January  and  February.  Such  gains  are  in  line  with  govern- 
ment data  on  growth  in  personal  income,  which  showed  District  states,  on  average 
doing  slightly  better  than  the  national  average  through  the  third  quarter  of  1992 
(most  recent  data  available).  Nevertheless,  several  established  retail  chains  in  the 
District  are  facing  stiff  competition  from  new  discount  chains  that  are  aggressively 
moving  into  the  District — in  some  cases  occupying  buildings  left  behind  by  those  re- 
tail chains  that  are  retrenching. 

The  strength  in  demand  for  home  furnishings  and  appliances  indicated  by  District 
retailers  is  derived  in  part  from  the  continuing  gains  in  the  District's  housing  sector. 
A  major  realtor  in  the  Chicago  area  has  told  us  that  single  family  home  sales  in 
January  were  the  second  best  January  ever  for  the  company,  exceeded  only  by  last 
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year  when  warm  weather  combined  with  a  pickup  in  market  share  to  produce  a 
surge  in  sales.  February  is  running  ahead  of  last  year,  however,  so  that  the  year- 
to-date  gap  with  last  year  is  quickly  closing  (again  despite  the  coldest  weather  of 
the  winter  being  in  February).  For  the  state  of  Illinois  as  a  whole,  realtors  were  see- 
ing accelerating  existing  home  sales  through  the  fourth  quarter  of  last  year.  A  build- 
ing materials  supplier  in  Michigan  has  been  experiencing  double-digit  sales  growth 
in  January  and  reported  that  builders  in  the  area  expect  housing  sales  in  the  area 
to  be  at  double  digit  rates  for  1993. 

Employment  growth  remains  the  primary  concern  for  the  sustainability  of  the 
District's,  as  well  as  the  nation's,  recovery.  While  employment  gains  in  January  and 
February  of  1993  continue  to  be  hard  won,  various  sources  of  information  indicate 
employment  in  the  District  has  continued  to  increase.  For  example,  the  employment 
component  of  the  Chicago  purchasing  managers'  survey,  after  bottoming  out  in  early 
1991,  reached  a  five-year  high  in  January,  and  then  backed  off  in  February.  A  Janu- 
ary survey  of  metalworking  firms  in  the  greater  Chicago  area  showed  that  hiring 
activity  was  strong  and  some  businesses  were  beginning  to  fmd  shortages  of  skilled 
workers.  And,  it  should  be  noted  that  the  recent  benchmark  revisions  for  payroll 
employment  in  Michigan  showed  an  upward  revision  of  over  70,000  jobs  (which 
would  mean  that  the  state's  employment  today  is  about  half  of  the  way  back  to  its 
pre-recession  peak  rather  than  virtually  flat  over  the  recovery  as  indicated  from  the 
original  data).  Finally,  Manpower  Inc.,  which  surveys  businesses  quarterly,  reported 
a  net  increase  in  the  number  of  midwestern  firms  expecting  to  hire  workers  in  the 
second  quarter  of  1993  of  18  percent,  compared  to  16  percent  in  the  nation  as  a 
whole.  Most  firms  in  the  District  were  more  optimistic  in  the  latest  Manpower  re- 
port, with  even  Michigan  firms  expecting  more  hiring  activity  (with  the  exception 
of  those  located  in  Detroit). 


Figure  32 

Hiring  plans 

Net  percent  reporting  increases 
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Despite  these  indicators  of  an  employment  pickup,  most  large  businesses  in  the 
District  either  have  hiring  freezes  in  place  or  are  actively  downsizing  their 
workforce.  Overtime  is  running  at  high  levels  and  demand  for  temporary  help  is 
strong.  But  the  decisions  to  hire  permanent  workers  are  being  made  sparingly  and 
with  the  greatest  reluctance  and  will  continue  to  be  until  the  recovery  shows  greater 
staying  power  than  it  has  to  date.  The  recent  announcement  by  Dow  Chemical  in 
Midland,  Michigan,  of  pending  layoffs,  however,  still  illustrates  the  problem  of  job 
creation. 

While  the  auto  industry  has  been  a  boost  to  the  District's  economy  recently,  it 
may  also  be  a  source  of  instability  due  to  the  concern  that  car  sales  will  not  match 
industry  expectations  of  13.5-14  million  units  in  1993  (as  much  as  a  one  million  in- 
crease in  unit  sales  of  cars  and  light  trucks  over  1992).  Auto  production  for  the  sec- 
ond quarter  of  1993  is  expected  to  be  above  year-ago  rates,  but  could  show  a  decline 
from  the  seasonally  adjusted  annual  rate  in  the  Tirst  quarter.  One  reason  is  that 
Ford  and  Chrysler  will  be  closing  plants  earlier  than  usual  to  make  model  change- 
overs. 
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How  much  of  a  cutback  in  auto  production  occurs  in  the  second  quarter  will  ulti- 
mately be  determined  by  auto  sales  strength.  In  the  first  two  months  of  1993,  light 
truck  sales  have  been  quite  strong,  with  mid-February  ten-day  sales  rates  at  over 
5.0  million  units  (annual  rates),  compared  to  last  quarter's  near  record  sales  rate 
of  4.8  million  units.  However,  car  sales  have  been  a  different  story.  Car  sales  have 
been  running  at  about  6.4  million  units  through  mid-February  (except  for  the  first 
ten-days  of  January),  which  is  about  equal  to  the  fourth  quarter  rate  and  in  the  last 
ten-day  period,  car  and  light  truck  sales  slumped  to  5.5  million  units  for  cars  and 
light  trucks  to  3.8  million  units,  which  industry  analysts  attribute  to  consumer  con- 
cerns about  higher  taxes.  Still,  Big  Three  producers  are  better  positioned  to  increase 
their  market  share  than  in  the  past,  in  part  because  imports  nave  been  increasing 
prices  at  a  faster  pace  than  the  Big  Three  and  in  part  Decause  Big  Three  quality 
has  generally  improved.  Still,  sales  will  have  to  increase  in  the  second  quarter  if 
the  industry  is  to  maintain  second  quarter  production  schedules.  While  it  is  encour- 
aging that  retail  sales  in  general  have  not  experienced  a  retrenchment  on  the  part 
of  the  consumer,  one  has  to  believe  that  new  sources  of  disposable  income  through 
employment  growth  will  be  needed  to  sustain  growth  in  consumer  spending. 

In  assessing  the  role  of  the  Seventh  District  economy  in  the  current  environment, 
it  must  be  remembered  that  the  Seventh  District's  economy  has  been  playing  an  un- 
accustomed role  in  the  national  economy  in  the  early  1990s — that  of  a  stabilizing 
force  in  economic  growth.  In  the  past,  the  District  has  been  highly  cyclical,  account- 
ing for  much  of  the  nation's  job  losses  in  recession  and  much  of  the  job  gains  in 
the  early  stages  of  recovery.  To  be  sure,  the  District's  cyclicality  was  augmented  by 
the  long  term  decline  of  its  manufacturing  sector.  The  District's  manufacturing  sec- 
tor is  no  longer  shrinking  and  may  indeed  be  regaining  some  of  the  market  share 
lost  in  past  years.  And,  its  improved  competitiveness  may  also  be  making  its  cyclical 
industries  less  sensitive  to  cyclical  swings  in  the  national  economy.  This  is  because 
the  District's  cyclical  industries  are  better  able  to  hold  on  to  market  share  (due  to 
their  improved  competitiveness)  than  in  the  past.  Moreover,  the  District  should  be, 
less  directly  impacted  by  the  defense  industry  cutbacks.  However,  because  the  Dis- 
trict is  vulnerable  to  a  sudden  downturn,  if  the  national  economy  weakens,  I  would 
be  cautious  about  relying  too  much  on  the  District's  economy  to  be  an  engine  of  eco- 
nomic expansion  indefinitely. 

Monetary  Policy:  Meeting  the  Challenges 

Recognizing  the  problems  confronting  the  District,  I  have  consistently  favored 
monetary  policy  actions  that  would  foster  financial  conditions  necessary  for  sustain- 
able economic  growth.  It  has  been  obvious  from  our  continuing  and  extensive  con- 
tacts in  the  District  that  the  economy  would  need  assistance  to  deal  with  the  signifi- 
cant structural  drags  on  job  creation  and  growth.  It  has  also  been  clear  that  the 
needed  adjustments  would  be  painful,  but  a  vital,  growing  national  economy  cannot 
be  assured  as  long  as  there  are  significant  financial  and  industrial  imbalances.  Re- 
structuring has  resulted  in  major  gains  in  productivity  for  District  firms.  But  as 
much  as  productivity  gains  are  needed  to  maintain  competitiveness  and  promote 
long  term  economic  growth  in  our  District,  there  is  a  continuing  concern  about  what 
this  means  for  job  creation  and  the  income  gains  necessary  to  generate  improved 
standards  of  living. 

In  my  view,  the  role  of  monetary  policy  in  this  environment  is  to  provide  a  finan- 
cial environment  that  will  assist  in  correcting  the  financial  imbalances  and  restruc- 
turing issues  discussed  above.  The  basic  goal  of  monetary  policy  must  be  to  maxi- 
mize the  economic  well  being  of  the  nation  as  a  whole.  This  means  promoting  finan- 
cial conditions  consistent  with  maximum  sustainable  growth.  Specifically  it  is  my 
view  that  it  is  incumbent  upon  monetary  policy  to  maintain  a  level  of  sustainable 
growth  in  the  economy  accompanied  by  sufficient  job  creation  to  absorb  new  work- 
ers, and  sufficient  investment  to  insure  our  ability  to  produce  and  compete  in  to- 
day's global  economy.  This  is  not  to  say  that  we  can  or  should  ignore  other  aspects 
of  our  environment  such  as  inflation  or  other  signals  of  long  term  problems,  but  that 
these  conditions  need  to  be  considered  in  light  of  the  real  performance  of  the  econ- 
omy. 

As  you  well  know,  our  economy  over  the  last  few  years  has  been  experiencing  sig- 
nificant difficulties  in  maintaining  an  adequate  rate  of  real  growth.  Economic 
progress  has  been  uneven  both  across  regions  and  industries.  Economic  statistics 
during  this  period  have  not  always  provided  sufficient  information  to  form  an  ade- 
quate picture  of  the  economy.  In  this  environment  I  have,  consequently,  tended  to 
rely  heavily  on  information  from  our  Boards  of  Directors  in  Chicago  and  Detroit,  our 
Small  Business  and  Agriculture  Advisory  Councils,  groups  of  industry  observers 
meeting  with  us,  frequent  individual  contacts  with  District  firms  and  continued  par- 
ticipation in  regional  economic  development  groups  in  all  of  our  District  states,  as 
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well  as  major  contacts  through  the  Council  of  Great  Lakes  Governors  and  the  Coun- 
cil of  Great  Lake  Industries  These  types  of  contacts  both  in  the  Seventh  District 
and  elsewhere  in  the  Federal  Reserve  System  are  extremely  helpful  in  the  formula- 
tion of  monetary  policy.  As  I  see  it,  examination  of  District  conditions  is  an  impor- 
tant tool  in  keeping  the  monetary  policy  process  in  touch  with  challenges  faced  by 

^ThTmoTrecent  economic  downturn  provides  a  graphic  illustration  of  exactly  why 
it  is  so  important  to  keep  policy  firmly  grounded  to  local  business  ~^  Jn^Sin? 
the  low  level  of  inventories,  the  quick  response  by  firms  to  the  shortfall  in  demand, 
and  falling  interest  rates,  both  economic  theory  and  most  forecasting  models  sug- 
gested that  the  recession  should  have  ended  quickly  and  that  without  any  additional 
policy  actions  the  economy  should  have  experienced  a  solid  bounce  back  m  jobs  and 

^t^was  our  contact  with  local  businesses,  banks,  and  other  groups  that  suggested 
that  the  recovery  was  much  slower  than  usual  getting  started  and  was  likely  to  be 
fragile  The  debt  build  up  of  the  1980s  and  the  substantial  requirements  to  restruc- 
ture corporations  that  had  grown  larger  than  their  markets  could  sustain  were 
going  to  generate  a  significant  drag  on  economic  activity.  Interest  rates  were  re- 
duced weR  in  advance  of  the  slowdown  and  continued  to  ease  over  this  penod  de- 
spite periodic  indications  that  the  economy  was  on  the  verge  of  taking  oil. 

Since  mid- 1989,  the  FOMC  has  taken  actions  that  resulted  in  the  Federal  runds 
rate  falling  from  a  high  of  9%  percent  to  3  percent  today,  a  reduction  of  over  675 
basis  points.  The  discount  rate  and  the  three  month  treasury  bill  rates  are  at  their 
lowestlevels  since  1963  and  the  thirty  year  bond  which  has  a  somewhat  shorter  his- 
tory is  at  its  lowest  rate  in  history.  I  believe  that  without  the  types  of  district  con- 
cerns and  contacts  that  keep  the  policy  process  in  tune  with  the  underlying  econ- 
omy far  less  would  have  been  done  and  the  economy  would  have  faced  a  far  harsher 
retrenchment.  Remember  that  economists  basing  their  analysis  entirely  oneconomic 
statistics  would  have  us  believe  that  the  recovery  began  in  early  1991  While  this 
is  correct  in  a  statistical  sense,  contact  with  the  District  suggested  that  the  recovery 
was  much  slower  getting  started  than  usual  and  that  continued  policy  actions  were 

^Monetary  policy  needs  to  remain  sensitive  to  current  economic  conditions  and 
challenges.  Policy  must  take  into  account  the  whole  range  of  economic  experiences 
and  special  characteristics  of  each  period.  Inflation  posed  major  problems  for  long 
term  growth  in  the  early  1980s.  Today,  in  my  assessment  we  are  operating  in  an 
economic  environment  that  could  be  described  as  approaching  price  stability.  In  the 
current  environment,  job  creation  and  balance  sheet  restructuring  are  the  major 
challenges  facing  monetary  policy.  This  is  not  a  change  in  philosophy  or  goals  but 
a  simple  recognition  of  what  today's  problems  are  versus  yesterday's.  At  today's id 
percent  inflation  rate,  inflation  does  not  represent  the  same  type  of  threat  to  the 
economy  that  it  did  at  10  percent.  But  we  should  not  forget  that  this  very  significant 
improvement  in  inflation  was  achieved  at  a  very  high  cost  in  both  human  and  eco- 
nomic terms  and  that  if  growth  were  allowed  to  exceed  its  long  run  potential  lor 
an  extended  period  of  time  that  inflation  would  return.  Generating  the  maximum 
sustainable  growth  rate  for  the  economy  must  remain  the  primary  and  essential 
mission  of  monetary  policy.  ,  ' 

In  conclusion,  I  would  like  to  re-iterate  that  while  I  am  guardedly  optimistic  about 
the  economy  both  in  my  District  and  in  the  nation,  it  is  the  issues  of  structural  im- 
pediments to  growth  and  job  creation,  in  terms  of  debt  levels,  international  competi- 
tion and  other  issues  of  restructuring  that  dominate  the  economic  landscape.  11  we 
continue  to  make  progress  on  these  fundamental  issues  and  begin  to  see  an  increase 
in  employment  levels,  the  economic  outlook  for  the  next  few  years  is  quite  positive. 

TESTIMONY  BY  GARY  H.  STERN 
President,  Federal  Reserve  Bank  of  Minneapolis 

March  10, 1993 

Summary 

Mr.  Chairman  and  members  of  the  Committee,  I  appreciate  this  opportunity  to 
discuss  with  you  economic  conditions  in  the  Ninth  Federal  Reserve  District  and  my 
views  on  monetary  policy.  My  task  is  somewhat  easier  today  than  it  would  have 
been  eight  years  ago,  right  after  I  first  took  office.  Over  this  period  economic  condi- 
tions generally  have  improved  in  the  Ninth  District,  and  over  this  period  I  have  had 
the  opportunity  to  refine  my  views  on  the  role  and  conduct  of  monetary  policy.  Let 
me  briefly  address  these  two  topics  in  turn. 
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The  Ninth  District  economy  is  doing  well  relative  to  the  national  economy  today 
in  large  part  because  it  did  not  participate  as  fully  as  some  of  the  regions  of  the 
nation  in  the  expansion  and  excesses  of  the  middle  and  late  1980s.  While  the  rest 
ol  the  nation  was  affected  by  unsustainable  expansions  and  subsequent  sharp  con- 
tractions in  some  sectors,  the  Ninth  District  was  more  "steady-as-you-go  "  Moreover 
inflation  appears  to  have  diminished  in  the  district  in  recent  years 

The  Ninth  District  has  a  relatively  small  population,  but  it  is  large  geographically 
and  contains  a  diverse  industrial  base.  The  fcinth  District  includes  the  states  of 
Montana  North  Dakota,  South  Dakota,  and  Minnesota,  as  well  as  Western  Wiscon- 
sin and  the  Upper  Peninsula  of  Michigan.  Important  in  the  district  are  the  natural 
resource  industries  of  agriculture,  forest  products,  and  mining;  diverse  manufactur- 
ing industries  including  modern  computer,  electronic,  and  medical  technologies-  and 
tourism.  °      ' 

In  the  middle  and  late  1980s  the  district  economy  was  a  bit  weaker  than  the  na- 
tional economy.  The  district  did  not  benefit  as  much  as  others  from  the  defense 
build-up  the  commercial  construction  spree,  or  the  real  estate  price  run-up  Con- 
sequently, though,  when  these  areas  turned  down,  the  district  economy  was  affected 
relatively  less  than  the  national  economy. 

In  addition,  the  district  has  been  fortunate  to  have  some  growth  industries  within 
its  borders.  The  district  economy  has  been  supported  by  growth  in  exports,  medical 
instrument  manufacturing,  residential  construction,  medical  services,  and  tourism 
And,  notably,  agriculture  has  for  the  most  part  recovered  appreciably  from  the  seri- 
ous problems  of  the  mid-1980s. 

,  .H°*f  \er>1.  d°  not  want  t0  Pve  the  impression  that  all  is  well  in  the  Ninth  Dis- 
trict. Mot  all  industries  and  not  all  regions  are  prospering.  In  particular,  some  natu- 
ral resource  industries,  commercial  construction,  computer  manufacturing  and 
sma  1-town  retail  stores  all  have  been  slumping  to  some  degree.  Nevertheless,  I 
think  it  is  fair  to  say  that  as  a  whole  the  district  economy  has  improved 

The  fortunes  of  the  district's  banks  largely  have  reflected  the  ups  and  downs  of 
the  district  s  economy  n  1986  the  district's  banking  system  was  far  from  healthy. 
The  lagging  effects  of  the  1981-82  recession,  difficulties  in  the  agricultural  sector 
and  problems  with  loans  to  less  developed  countries  had  combined  to  weaken  banks' 
financial  condition.  But  since  then,  banking  conditions  have  improved.  Asset  quality 
earnings  and  capital  all  have  improved.  In  the  first  three  quarters  of  1992  only  2 
Pei^enu  °  r  u    distnct's  banks  reported  losses— down  from  20  percent  in  1986 

Much  of  the  information  I  get  on  the  district  economy  comes  first-hand  from  "Dis- 
trict Dialogues  with  community  and  business  leaders  and  from  meetings  with  the 
Bank  s  directors  and  advisory  council  on  small  business,  agriculture,  and  labor  Our 
involvement  in  district  economic  affairs  has  served  both  the  community  and  Federal 
Keserve  policymaking  well,  I  believe. 

The  state  of,  and  prospects  for,  the  regional  economy  are  important  elements  in 
my  preparation  for  an  approaching  Federal  Open  Market  Committee  meeting.  But 
of  course,  regional  considerations  must  be  balanced  and  integrated  with  information 
about  the  national  and  international  economy,  for  ultimately  the  effects  of  monetary 
policy  transcend  regional  boundaries.  Thus,  a  wide  range  of  factors,  combining  re- 
gional economic  and  financial  information  with  additional  perspectives  helps  to 
shape  my  view  of  the  appropriate  course  of  policy. 

in  the  broadest  sense,  and  taking  a  long-run  perspective,  the  object  of  monetary 
policy  is,  it  seems  to  me,  to  attain  the  highest  possible  living  standards  for  our  citi- 
zens over  time.  In  order  to  give  this  goal  operational  meaning,  the  Federal  Reserve 
in  my  view  should  seek  to  achieve  over  time  maximum  sustainable  growth  of  real 
outputs. 

My  reading  of  the  accumulated  evidence  on  economic  performance  both  here  and 
abroad  is  that  in  the  long  run  the  most  significant  contribution  monetary  policy  can 
?v  ^.achieving  maximum  sustainable  growth  in  real  output  is  to  foster  price  sta- 
bility. That  is,  I  am  convinced  that  in  the  long-run,  price  stability  goes  hand-in-hand 
with  sustained  economic  prosperity.  The  two  goals  are  not  antithetical  and,  indeed, 
price  stability  is  best  thought  of  as  a  means  to  the  end  of  sustained  prosperity. 

In  the  short  run,  we  in  the  Federal  Reserve  may  indeed  find  it  appropriate  to  re- 
spond to  incoming  financial  and  economic  information  in  order  to  keep  the  economy 
on,  or  to  return  it  to,  its  potential  growth  path.  But,  it  seems  to  me,  our  short-run 
response  should  in  general  be  cautious  because  of  uncertainty  both  about  the  state 
of  the  economy  and  about  the  effects  of  policy  on  the  economy.  Moreover,  we  need 
to  avoid  the  problem  of  turning  long-run  policy  into  a  sequence  of  short-run  deci- 
sions. If  followed,  such  an  approach  runs  the  risk  of  adopting  a  strategy  that  is  per- 
sistently inflationary  or  contractionary,  depending  on  conditions  prevailing  when  it 
is  adopted. 
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Testimony 

Mr.  Chairman  and  members  of  the  Committee,  I  appreciate  this  opportunity  to 
discuss  with  you  economic  conditions  in  the  Ninth  Federal  Reserve  District  and  my 
views  on  monetary  policy.  Largely  by  avoiding  the  swings  of  the  national  economy, 
the  Ninth  Federal  Reserve  District's  economy  has  grown  steadily  but 
unspectacularly  since  1985.  In  1985  the  nation  was  expanding,  but  the  district  was 
still  affected  by  problems  in  its  natural  resource-based  industries.  Now,  the  district's 
economy  is  somewhat  stronger  than  the  nation's.  In  recent  years,  while  the  nation's 
economy  was  sluggish,  the  Ninth  District's  economy — less  affected  by  reductions  in 
defense  spending  and  falling  commercial  real  estate  prices — grew  at  a  faster  rate. 

Unspectacular  But  Steady 

Close  to  three-fourths  of  Ninth  District  business  leaders  responding  to  a  poll  con- 
ducted by  the  Federal  Reserve  Bank  of  Minneapolis  last  fall  said  their  communities' 
economies  were  doing  better  than  the  nation's.  Personal  income  growth  since  the 
trough  of  the  1990-91  recession  supports  their  observations:  Income  in  the  district's 
four  complete  states  grew  faster  than  in  the  nation.  (See  Chart  1,  page  A-l.)  And 
in  1992  the  district's  banks,  buoyed  by  favorable  interest  rate  spreads  and  strong 
demand  for  residential  loans,  had  their  best  year  in  a  decade. 

This  performance  is  in  marked  contrast  to  March  1985,  when  the  nation  was  in 
its  ninth  quarter  of  recovery,  but  the  district's  states,  except  Minnesota,  were  ex- 
panding more  slowly  than  the  nation.  In  fact,  between  the  fourth  quarter  of  1982 
and  the  first  quarter  of  1985,  South  Dakota,  North  Dakota,  and  Montana  ranked 
44th,  48th,  and  49th,  respectively,  in  annual  growth.  During  this  time  the  district's 
banks  mirrored  the  real  economy,  especially  in  rural  areas,  and  in  1986  banks  had 
their  worst  performance  in  years. 

The  mid-1980s  defense  expenditure  buildup  and  the  commercial  real  estate  expan- 
sion largely  bypassed  the  Ninth  District;  therefore,  when  these  industries  suffered 
in  the  early  1990s,  the  region's  performance  did  not  deteriorate  as  much  as  the  na- 
tion's. 

The  Ninth  District's  relative  improvement,  however,  is  more  than  the  avoidance 
of  the  economic  swings  that  have  occurred  nationally  (indeed,  the  district  has  expe- 
rienced its  own  cycles,  particularly  within  its  natural  resource-based  industries).  My 
travels  across  the  Ninth  District  and  visits  with  its  leaders,  along  with  articles  in 
the  Fedgazette,  the  Federal  Reserve  Bank  of  Minneapolis'  regional  business  and  eco- 
nomics newspaper,  reveal  considerable  vitality  and  adaptability.  Increased  exports, 
growing  output  from  industries  created  by  new  technologies,  expanding  tourism  and 
Canadian  cross-border  shopping  have  enabled  the  region  to  advance,  despite  persist- 
ent problems  in  its  important  natural  resource-based  industries. 

Many  Acres,  Many  Resources,  Few  People 

The  Ninth  District  covers  a  big  area  but  has  a  small  population.  Montana,  North 
Dakota,  South  Dakota,  Minnesota,  the  Upper  Peninsula  of  Michigan,  and  north- 
western Wisconsin  make  up  nearly  12  percent  of  the  total  land  area  of  the  United 
States  but  contain  only  3  percent  of  its  population. 

Natural  resource -based  industries  are  important  in  the  districts  but  are  no  longer 
the  driving  force  they  once  were.  Still,  these  district  industries  produce  about  16 

f>ercent  of  the  nation's  agricultural  output,  11  percent  of  mining  and  9  percent  of 
orest  products.  Such  industries  are  especially  important  in  the  district's  three  west- 
ern states,  accounting  for  26  percent  of  North  Dakota's  total  output,  22  percent  of 
Montana's  and  20  percent  of  South  Dakota's. 

These  sectors — agriculture,  mining  and  energy,  and  forestry — have  long  been  im- 
portant in  the  Ninth  District,  but,  in  general,  they  are  no  longer  dynamic  engines 
of  growth.  Instead,  these  sectors  struggle  to  earn  modest  profits,  maintain  employ- 
ment levels  and  replace  obsolescent  machinery.  Agriculture,  along  with  mining  and 
energy,  went  through  a  roughly  parallel  cycle  of  a  1970s  surge  followed  by  a  1980s 
slowdown  and  a  weak  recovery  into  the  1990s.  The  forest  products  sector  has  fol- 
lowed a  different  pattern,  but  faces  structural  problems  of  its  own. 

Agriculture's  Impact 

The  rural  financial  crisis  was  at  its  height  in  1985.  Concerns  for  the  agricultural 
and  rural  economies  dominated  board  of  directors  and  advisory  council  sessions  as 
well  as  many  of  my  meetings  across  the  district  throughout  the  late  1980s. 

Agriculture  experienced  wrenching  adjustments  in  the  1980s.  Good  crop  prices 
and  low  real  interest  rates  led  to  the  quadrupling  of  land  prices  between  1970  and 
1980.  (See  Chart  2,  page  A-l.)  But  these  factors  turned  negative  in  the  1980s  and 
pushed  agricultural  profitability  and  land  values  into  a  slump.  From  1980  to  1987, 
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Ninth  District  land  prices  declined  by  35  percent  to  60  percent,  and  foreclosures  in- 
creased markedly. 

Now  the  spate  of  bankruptcies  is  over.  Farm  incomes  have  climbed  slowly  from 
mid-1980s  lows.  Total  agricultural  debt  dropped  by  30  percent  from  1984  to  1990 
as  lenders  wrote  off  and  farmers  paid  down  debt.  Land  prices  stabilized  and  then 
rose;  by  1992,  unadjusted  for  inflation,  they  roughly  had  regained  their  1984  levels. 

But  farm  profitability  remains  tenuous  and  highly  influenced  by  exchange  rates 
and  government  support  programs.  At  a  recent  meeting  of  our  advisory  council,  one 
member  noted  that  farmers  are  broken  into  two  groups:  well-capitalized  and  highly 
leveraged.  Well-capitalized  farmers  who  did  not  become  highly  leveraged  make  rea- 
sonable profits,  continue  to  invest  in  new  machinery  and  facilities,  and  service  debt 
without  problems.  But  those  farmers  who  were  highly  leveraged  in  the  early  1980s, 
even  if  they  escaped  liquidation,  still  face  high  debt  loads,  earn  only  minimal  profits 
at  current  prices,  and  are  unable  to  make  substantial  new  investments. 

Moreover,  small  rural  towns  continue  to  lose  businesses  as  retailing  moves  toward 
larger  regional  centers.  Similarly,  the  number  of  farm  implement  dealers  and  agri- 
cultural input  suppliers  shrank  notably  during  the  1980s,  putting  further  pressure 
on  the  economies  of  smallev  towns. 

Pressure  on  Prices  and  Employment  in  Mining  and  Energy 

As  in  agriculture,  the  metal  mining  and  energy  industries  in  the  Ninth  District 
have  experienced  financial  pressures  since  the  mid-1980s.  Ninth  District  metal 
mines  extract  iron  ore  on  the  fringes  of  Lake  Superior,  copper  in  the  same  area  and 
in  Montana,  and  gold  in  South  Dakota  and  Montana.  Coal  and  oil  production  are 
important  in  both  North  Dakota  and  Montana. 

Iron  ore  is  by  far  the  district's  most  important  mining  sector  in  terms  of  employ- 
ment and  value  of  output.  Output  grew  through  the  1970s,  declined  in  the  early 
1980s,  recovered  somewhat  by  1990,  and  is  again  in  a  slump.  (See  Chart  3,  page 
A-2.)  Iron  mining  employment  in  Minnesota  has  dropped  by  aDout  20  percent  since 
1985.  Our  remaining  ores  are  low-grade  and  require  expensive  processing,  making 
it  hard  for  existing  iron  mines  to  compete  with  more  recently  developed  high-grade 
sources  in  Latin  America.  Trie  industry  has  cut  costs,  reduced  staffing,  improved 
technical  efficiencies  and  undergone  financial  restructuring. 

Copper  and  gold  are  also  important  mining  products  in  the  Ninth  District.  These 
mines  have  important  local  employment  and  spending  impacts  in  northern  Wiscon- 
sin, the  Upper  Peninsula,  western  South  Dakota  and  Montana.  Output  and  employ- 
ment have  been  essentially  stable  over  the  past  eight  years  in  spite  of  fluctuating 
prices  and  limited  profitability. 

At  present,  both  copper  and  gold  prices  are  low  (See  Chart  4,  page  A-2);  copper 
and  gold  mine  layoffs  nave  occurred  recently  in  Michigan  and  South  Dakota.  Few 
new  mines,  which  are  capital-intensive  and  involve  long  lead  times,  are  being  devel- 
oped due  to  current  depressed  prices.  Some  officials  are  concerned  that  employment 
and  output  may  thus  shrink  as  ore  deposits  in  existing  mines  are  exhausted. 

In  the  1970s,  coal  and  oil  development  apparently  laced  a  bright  future  in  North 
Dakota  and  Montana.  But  these  hopes  slumped  with  falling  oil  prices  in  the  1980s. 
While  coal  production  has  remained  relatively  stable,  oil  output  has  declined,  and 
both  oil  exploration  and  new  coal  mine  development  are  at  a  virtual  standstill. 

Excess  Capacity  Plagues  Paper  Industry 

Since  the  mid-1980s,  the  forest  products  industries  have  faced  problems  somewhat 
different  than  those  of  agriculture,  and  mining  and  energy.  The  paper  industry  in 
Minnesota,  Wisconsin,  and  Michigan  is  an  important  source  of  employment  and 
value-added.  In  the  late  1980s,  we  heard  reports  of  substantial  new  construction  or 
renovation  of  paper  mills.  But  now  the  industry  is  in  the  middle  of  a  long  slump 
marked  by  excess  capacity  nationwide,  stagnant  prices  and  limited  profitability.  In- 
dustry officials  do  not  expect  prices  to  recover  for  another  three  years,  it  was  re- 
ported at  our  most  recent  advisory  council  meeting.  Several  mills  have  laid  off  work- 
ers and  are  running  at  less  than  capacity. 

Forestry  Faces  Shrinking  Resources  and  Technological  Change 

In  Montana  and  western  South  Dakota,  the  forest  products  industry  consists  of 
traditional  lumber  production,  with  most  timber  cut  from  national  forests.  As  in  the 
Pacific  Northwest,  available  timber  supplies  are  shrinking  due  to  depletion  of  stocks 
of  mature  trees  and  somewhat  tighter  environmental  regulations.  Prices  bid  for  cut- 
ting rights  are  rising  dramatically  and  profits  are  squeezed  tightly,  even  at  current 
high  lumber  prices,  according  to  directors'  reports.  This  situation  is  apparently  a 
long-term  one;  output  and  employment  can  be  expected  to  continue  to  shrink.  While 
this  particular  sector  is  not  large  relative  to  the  entire  Ninth  District  economy,  ef- 
fects on  employment  and  spending  may  be  painful  to  some  communities. 
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But  at  the  eastern  end  of  the  district  a  whole  new  sector  is  emerging.  The  late 
1980s  saw  substantial  construction  of  plants  that  use  new  technology  to  produce 
plywood  substitutes  from  what  were  considered  low-value  trees.  Several  such  plants, 
built  in  Minnesota,  Wisconsin,  and  Michigan  over  the  past  decade,  are  presently 
running  at  capacity. 

District  Avoids  Decline  in  Manufacturing 

While  many  natural  resource-based  industries  were  struggling,  other  district  in- 
dustries escaped  the  vagaries  of  national  economic  swingsTThis  is  especially  true 
of  defense  spending  ana  its  effect  on  the  district's  manufacturing  employment.  Al- 
though several  Ninth  District  communities  were,  and  still  are,  vulnerable  to  base 
closings,  defense  spending  cutbacks  were  expected  to  hit  the  Pacific,  New  England, 
and  South  Atlantic  census  regions  the  hardest.  Likewise,  Ninth  District  manufac- 
turing employment  was  essentially  unchanged  over  the  last  two  years,  while  nation- 
ally it  dropped  by  about  3.5  percent. 

While  defense  orders  have  been  shrinking,  manufacturing  exports  have  been  in- 
creasing for  the  nation,  and  district  manufacturers  have  been  as  successful  as  their 
national  counterparts  when  it  comes  to  exporting.  Between  1987  and  1991  growth 
in  manufactured  exports  totalled  at  least  55  percent  in  the  district  and  nation. 

Avoiding  defense  cutbacks'  full  brunt  and  participating  in  the  export  surge  have 
not  kept  the  Ninth  District  from  plant  closings  and  layoffs,  but  the  region  has  been 
able  to  offset  many  of  them.  Over  the  years,  Minneapolis/St.  Paul  has  blossomed 
into  a  major  computer  manufacturing  center.  However,  the  bloom  is  now  off;  these 
firms  have  been  laying  off  workers.  Nevertheless,  the  Twin  Cities  still  generates 
high-tech  manufacturing  jobs;  during  the  last  two  years,  the  increase  in  instrument 
manufacturing  jobs,  primarily  medical  devices,  offset  the  decrease  in  computer  man- 
ufacturing jobs . 

Outside  Minneapolis/St.  Paul,  manufacturing  is  resilient  as  well.  I  periodically 
travel  to  Ninth  District  communities  as  part  oimy  District  Dialogue  program,  and 
in  Aberdeen,  S.D.,  and  Eau  Claire,  Wis.,  business  leaders  report  that  they  have  been 
able  to  attract  firms  to  help  compensate  for  major  plant  closings. 

District  Construction  Employment  Rises  as  Nation's  Declines 

Ninth  District  construction,  like  manufacturing,  is  also  resilient.  Although  Min- 
neapolis/St. Paul's  office  vacancy  rate  rivals  the  nation's,  commercial  construction  is 
expanding  in  Grand  Forks,  N.D.,  Rochester,  Minn.,  and  Sioux  Falls,  S.D.  (See  Chart 
5,  page  A-3.)  Moreover,  some  communities  are  experiencing  a  surge  in  residential 
construction.  Western  Montana,  for  example,  is  benefiting  from  an  in-migration  of 
West  Coast  residents.  Thus  over  the  last  two  years  Ninth  District  overall  construc- 
tion employment  has  risen  about  1.5  percent,  in  contrast  to  its  decline  at  the  na- 
tional level. 

In  services,  as  in  manufacturing  and  construction,  the  Ninth  District's  perform- 
ance recently  surpassed  the  nation's.  During  that  last  two  years,  employment  in 
services  has  increased  about  4  percent  in  the  region,  well  above  the  increase  in  the 
nation  as  a  whole. 

Telecommunications  Brings  Jobs  to  the  Region 

Service  industries  from  outside  the  district  are  using  advances  in  telecommuni- 
cations to  access  the  region's  labor  force.  In  the  last  12  years,  bank  credit  card  proc- 
essors, notably  Citibank,  have  become  a  major  South  Dakota  industry.  They  now  ac- 
count for  around  5,000  jobs  in  Sioux  Falls,  6  percent  of  the  city's  employment.  These 
iobs  are  not  limited  only  to  the  region's  cities  and  towns;  a  Salt  Lake  City  firm  has 
hired  farmers  and  rural  residents  in  northeast  Montana  to  work  out  of  their  homes. 

More  People  Travel  to  District 

The  Ninth  District  also  has  benefited  from  rising  tourism.  Part  of  this  increase 
comes  from  the  region's  exposure  in  movies — Dances  With  Wolves  and  A  River  Runs 
Through  It,  for  example.  New  attractions,  like  the  Twin  Cities'  Mall  of  America  and 
casino  gambling,  are  also  pulling  people  into  the  region.  Moreover,  the  dollar's  de- 
cline has  made  US.  travel  attractive  to  foreigners. 

Closer  Ties  to  Canada  Helping  Border  Communities 

The  Ninth  District's  proximity  to  Canada  has  also  benefited  the  region.  Although 
the  impact  of  the  LLS.-Canada  Free  Trade  Agreement  cannot  be  easily  sorted  out 
from  exchange  rates  and  other  factors,  a  1991  Fedgazette  poll  revealed  that  Cana- 
dian business,  particularly  in  border  communities,  had  increased  since  the  agree- 
ment's implementation.  Furthermore,  in  my  Dialogue  trips  to  Grand  Forks  and 
Minot,  N.D.,  and  Great  Falls,  Mont,  residents  reported  how  Canadian  shoppers  are 
buoying  these  communities. 
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Last  year,  however,  the  Canadian  dollar  fell  relative  to  the  U.S.  dollar,  and  at  re- 
cent advisory  council  meetings  a  slowing  of  cross-border  traffic  into  North  Dakota 
and  Montana  was  reported.  Moreover,  the  Canadian  government  has  recently  taken 
measures,  such  as  tougher  duty-free  limits,  to  discourage  crossborder  shopping. 

Unemployment  Declines 

The  region  avoided  the  full  effect  of  the  economic  slowdown  of  the  early  1990s, 
but  the  region's  businesses  have  also  taken  advantage  of  the  opportunities  offered 
by  changes  in  the  economy.  Consequently,  the  Ninth  District  has  scored  well  on  one 
important  test  for  a  regional  economy — keeping  its  unemployment  low.  The  United 
States  essentially  has  the  same  unemployment  rate  today  as  it  did  in  1985,  but  un- 
employment rates  have  declined  in  Ninth  District  states.  (See  Chart  6,  page  A-3.) 

While  district  unemployment  rates  have  been  declining,  prices  and  wages  have 
not  been  increasing  as  fast  as  they  did  nationally.  Between  1985  and  1992,  the  Min- 
neapolis/St. Paul  consumer  price  index  rose  at  a  3.3  percent  annual  rate,  in  com- 
parison with  about  a  4  percent  rate  nationally.  During  the  same  period,  hourly  man- 
ufacturing wages  increased  more  slowly  in  the  district  than  they  did  nationally. 

Banking  Industry  Improves  with  Economy 

As  the  district's  economy  improved,  so  did  the  banking  industry.  For  example,  the 
return  on  average  assets  (ROAA)  of  Ninth  District  banks  more  than  doubled  be- 
tween 1986  and  1992.  By  1986,  the  lagging  effects  of  the  1981-82  recession,  the 
mid-1980s  agricultural  slump  and  problems  with  loans  to  less-developed  countries 
had  combined  to  weaken  all  types  of  banks,  but  agricultural  banks  were  particularly 
stressed.  However,  by  1992,  district  banks  reported  their  highest  average  ROAA  in 
a  decade.  (See  Chart  7,  page  A-4.) 

In  addition  to  the  increased  average  ROAA  for  all  district  banks  between  1986 
and  1992,  another  measure  of  the  solid  improvement  is  a  reduction  in  the  number 
of  banks  reporting  losses.  Only  17  banks  reported  losses  for  the  first  three  quarters 
of  1992,  about  2  percent  of  the  district  total,  compared  to  279  for  1986,  or  20  percent 
of  all  banks.  (See  Chart  8,  page  A- 4.) 

Residential  Mortgages  Drive  Current  Lending  Growth 

As  discussed  earlier,  1986  was  a  year  of  retrenching  for  many  banks,  so  it  is  not 
surprising  that  loan  volumes  were  low.  (See  Chart  9,  page  AS.)  Loan  growth  then 
improved  through  1988,  but  in  1990  and  1991  credit  quality  problems  surfaced  with 
commercial  loans,  in  particular  commercial  real  estate  and  highly  leveraged  trans- 
actions. 

By  1992  loan  growth  had  improved  again,  but  the  composition  of  loans  changed 
and  was  more  heavily  weighted  toward  residential  mortgages.  Favorable  long-term 
interest  rates  spurred  a  substantial  volume  of  mortgage  refinancing  as  well  as  new 
loans  for  purchases  of  new  and  existing  residential  real  estate.  Moderate  growth  oc- 
curred in  multifamily  residential  lending  and  agricultural  lending.  Loans  to  busi- 
nesses, financial  institutions  and  nonresidential  loans  to  individuals  all  declined  in 
1992.  It  is  also  interesting  to  note  that  banks  participating  in  our  seasonal  borrow- 
ing program  were  more  aggressive  in  making  agricultural  and  small  business  loans 
than  were  those  that  did  not  participate.  (See  Appendix  on  the  Ninth  District's  Sea- 
sonal Borrowing  Program.) 

Also,  despite  recent  concerns  about  banks  investing  in  securities  instead  of  mak- 
ing loans,  district  banks'  proportion  of  securities,  as  a  percent  of  total  assets,  was 
unchanged  in  1992  from  1986. 

Asset  Quality,  Interest  Income,  and  Capital  Improve 

Concurrent  with  loan  growth,  asset  quality  has  improved.  The  ratio  of  non-current 
loans  to  total  equity  peaked  in  1986  and  has  been  declining  since  then  (See  Chart 
10,  page  A-5.);  loan  loss  reserve  coverage  ratios  have  also  improved  since  1986;  and 
net  chargeoffs  to  average  loans  have  declined  significantly  since  1986,  mirroring  the 
trends  of  non-current  loans  to  total  loans  and  provision  expense  to  average  assets. 

But  also  noteworthy  was  the  improvement  in  1992  net  interest  income,  which  is 
the  difference  between  interest  earnings  and  interest  expense.  Short-term  interest 
rates  have  declined  from  mid- 1991  levels,  and  banks  substantially  lowered  rates 
paid  on  retail  deposits,  thus  reducing  banks'  funding  costs. 

Bank  capital  levels  have  been  rising,  in  part  because  of  stronger  earnings  per- 
formance and  in  part  because  of  tougher  risk -based  capital  rules.  Also,  total  equity 
to  assets  has  shown  significant  improvement  since  1990.  (See  Chart  11,  page  A-S.) 

Banking  Industry  Faces  Restructuring 

The  number  of  Ninth  District  banks  declined  by  17  percent  between  the  end  of 
1986  and  the  third  quarter  of  1992  (from  1,363  to  1,143).  (See  Chart  12,  page  A- 
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6.)  This  reduction  was  caused  by  consolidation  through  acquisitions,  by  bank  fail- 
ures and  by  changes  in  some  states'  laws  that  allowed  affiliate  mergers. 

There  have  been  34  bank  failures  in  the  district  since  1986,  when  problem  bank 
numbers  peaked  (See  Chart  12,  page  A-6.),  accounting  for  14  percent  of  the  reduc- 
tion in  banks. 

Views  on  Monetary  Policy 

In  the  broadest  sense,  and  taking  a  long-run  perspective,  the  object  of  monetary 
policy  is,  it  seems  to  me,  to  attain  the  highest  possible  living  standards  for  our  citi- 
zens over  time.  In  order  to  give  this  goal  operational  meaning,  the  Federal  Reserve 
in  my  view  should  seek  to  achieve  over  time  maximum  sustainable  growth  of  real 
output. 

My  reading  of  the  accumulated  evidence  on  economic  performance  both  here  and 
abroad  is  that  in  the  long  run  the  most  significant  contribution  monetary  policy  can 
make  to  achieving  maximum  sustainable  growth  in  real  output  is  to  foster  price  sta- 
bility. That  is,  I  am  convinced  that  in  the  long  run,  price  stability  goes  hana-in-hand 
with  sustained  economic  prosperity.  The  two  goals  are  not  antithetical  and,  indeed, 
price  stability  is  best  thought  of  as  a  means  to  the  end  of  sustained  prosperity. 

In  the  short  run,  we  in  the  Federal  Reserve  may  indeed  find  it  appropriate  to  re- 
spond to  incoming  financial  and  economic  information  in  order  to  keep  the  economy 
on,  or  to  return  it  to,  its  potential  growth  path.  But,  it  seems  to  me,  our  short-run 
response  should  in  general  be  cautious  because  of  uncertainty  both  about  the  state 
of  the  economy  and  about  the  effects  of  policy  on  the  economy.  Moreover,  we  need 
to  avoid  the  problem  of  turning  long-run  policy  into  a  sequence  of  short-run  deci- 
sions. If  followed,  such  an  approach  runs  the  risk  of  adopting  a  strategy  that  is  per- 
sistently inflationary  or  contractionary,  depending  on  conditions  prevailing  when  it 
is  adopted. 
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Chart  7 
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Chart  12 


A-6 


Number  of  Ninth  District  Banks 


1986     1987     1988     1989     1990     1991     1992 


Chart  13 


Ninth  District  Problem  Banks 

(CAMEL  3,  4,  and  5) 


500 


400 


300 


200  ■ 


100 


449 

439 

■    : 

* 

311 

'•27V  ' 

231 

219 

^m                   ^M ' 

. 

- 170-  • 

I          ■ 

I        1' 

- 1 

1986        1987        1988        1989        1990        1991        1992 


69-678  0-93-7 


188 

si 

Appendix  on  the 
Ninth  District's  Seasonal  Borrowing  Program 


The  number  of  eligible  banks  requesting  authorization  from  us  for  seasonal 
borrowings  has  hovered  around  200  in  recent  years. 
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Banks  that  borrowed  from  us  in  1992  using  the  seasonal  program  tended  to 
have  higher  loan/deposit  ratios  than  those  that  did  not. 

Chart  1 
Seasonal  Borrowing  and  Bank  Loan/Deposit  Ratios 
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Seasonal  Borrowing  and  Bank  Loans 


Banks  Borrowed  On 

1992/1991 
Percent  Change 

Sept.  30, 

1991 

Sept.  30, 

1992 

Ag. 
Loans 

Total 
Loans 

(27  Banks) 

Did 

Did 

14.4% 

10.7% 

(22  Banks) 

Did  Not 

Did 

14.4 

14.6 

(31  Banks) 

Did 

Did  Not 

7.5 

3.6 

(416  Banks) 

Did  Not 

Did  Not 

5.0 

4.7 

190 

Fl 

Appendix  on 
Selected  fedgazette  Articles 

March  1989,  Volume  1,  Number  1 

After  three  months:  A  review  of  U.S.-Canada  free  trade F2-9 

June  1990,  Volume  2,  Number  2 

Defense  cuts  inevitable,  but  impact  depends  on  location  and 

pace  of  change F10-14 

October  1991,  Volume  3,  Number  3 

Poll:   Free  trade  agreement  bolsters  border  communities    F15-17 

January  1993,  Volume  5,  Number  1 

Poll:   District  will  outpace  nation  in  1993     F18-19 


Source:     fedgazette,  regional  business  and  economics  newspaper  of  the  Federal  Reserve  Bank  of 
Minneapolis;  extracted  from  Kimberely,  the  Minneapolis  Fed's  electronic  database. 
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AFTER  THREE  MONTHS:  A  REVIEW  OF  U.S.-CANADA  FREE  TRADE 

By  David  Fettig,  Managing  Editor,  Fedgazette 

Federal  Reserve  Bank  of  Minneapolis 

Nearly  three  months  after  the  U.S.-Canada  Free  Trade  Agreement  has  gone  into 
effect,  it  may  be  hard  to  notice  any  changes — except  in  attitude. 

The  issue  that  inspired  such  vigorous  debate  north  of  the  49th  parallel  last  year 
became  reality  January  1,  and  analysts  on  both  sides  of  the  border  agree  that  the 
main  effect  of  the  trade  pact  in  the  short  run  is  psychological. 

In  the  long  run,  there  are  still  unanswered  questions. 

In  brief,  the  major  provision  of  the  Free  Trade  Agreement  (FTA)  will  eliminate 
tariffs  between  the  United  States  and  Canada  within  a  10-year  schedule.  While 
some  tariffs  end  immediately,  others  will  be  phased  out  over  10  years. 

For  the  most  part,  the  agreement  has  received  support  from  government  leaders, 
consumer  advocates  and  the  business  communities  of  the  United  States  and  Can- 
ada. But  some  U.S.  politicians  and  government  officials,  mainly  from  agriculture 
and  energy  states,  and  the  affected  industries  themselves,  have  voiced  concern 
about  the  issue. 

Opponents  say  subsidized  industries  in  Canada  have  unfair  advantages  over  their 
American  counterparts.  Supporters  say  that  while  some  industries  will  always  be 
negatively  affected  when  any  trade  laws  are  liberalized,  most  businesses  and  all 
consumers  will  benefit  in  the  long  run.  Besides,  they  say,  negotiations  continue  on 
issues  of  subsidization,  and  if  those  problems  aren't  solved  to  both  sides'  satisfac- 
tion, the  trade  agreement  could  be  changed  or  nullified. 

While  long-term  issues  that  have  a  major  impact  on  the  Ninth  Federal  Reserve 
District — like  agriculture  and  energy — are  still  to  be  negotiated,  and  the  ultimate 
impact  on  those  sectors  is  unclear,  there  are  more  short-term  effects  of  the  FTA  that 
have  been  affecting  area  businesses  since  January  1. 

Immediate  Impact 

The  psychology  of  movement  is  more  significant  than  the  actual  reduction  of  tar- 
iffs, said  Lars  Nelson,  director  of  North  Country  Exporters  Association,  an  agency 
located  at  Bemidji  State  University  with  the  mission  of  getting  small  businesses  in- 
volved in  exporting.  "The  main  barrier  is  attitude,"  he  said. 

By  "the  psychology  of  movement,"  Nelson  was  referring  to  the  impulse  of  busi- 
nesses to  trade  with  Canada  now  that  they've  been  made  aware  of  the  potential. 
Nelson  regularly  plays  host  to  groups  of  Upper  Midwest  businesspeople  who  travel 
to  Canada  to  scout  opportunities  for  trade,  and  there  has  been  great  interest  in  the 
seminars  sponsored  by  the  North  Country  Exporters  and  other  like-minded  agen- 
cies. 

Others  agree  with  Nelson's  assessment  that  American  managers  are  looking  to 
Canada  since  the  enactment  of  the  FTA. 

"It's  a  marked  improvement,  psychologically,"  said  Ron  Harmon,  manager  of  Big 
Bud,  a  tractor  and  light  manufacturing  company  in  Havre,  Montana.  "I  think  the 
government  sometimes  does  something  with  a  broad  brush  and  doesn't  realize  the 
trickle-down  effects,  but  this  is  a  case  where  the  trickle-down  is  positive." 

"I  don't  see  any  rockets  going  off,"  R.E.  Michael  Hill,  president  of  the  Winnipeg 
Chamber  of  Commerce,  said  of  the  short-run.  But  he  does  see  a  growing  awareness 
of  trade  possibilities. 

Hill,  who  is  also  director  of  marketing  services  for  KPMG  Peat  Marwick  in  Winni- 
peg, said  that  since  80  percent  of  trade  between  the  United  States  and  Canada  is 
already  tariff-free,  the  short-term  effects  of  the  FTA  are  definitely  psychological. 

"A  lot  of  activity  will  be  based  on  a  stimulus,  not  on  hard  and  fast  changes  in 
the  market,"  said  Stephen  Maly,  senior  research  associate  at  the  49th  Parallel  Insti- 
tute for  Canadian-American  Relations  at  Montana  State  University. 

'It's  more  a  stimulus  to  entrepreneurial  thinking  and  behavior,"  Maly  said. 

One  businessman,  Vincent  Graziano,  president  of  Northern  Instruments  Corp.  in 
Lino  Lakes,  Minnesota,  believes  the  FTA  will  stimulate  people  to  trade  with  Can- 
ada, but  he  also  thinks  that  such  stimulation  should  not  be  needed.  Businesses 
should  be  inspired  to  export  as  a  matter  of  order,  he  said,  and  not  wait  for  special 
events  to  lead  them. 

Border  Communities  Will  Benefit 

But  all  that  stimulus  and  psychological  prodding  will  do  more  than  just  produce 
increased  awareness  in  the  short  run,  some  officials  believe.  John  Blackwood,  Cana- 
dian Consul  General  in  Minneapolis,  believes  that  when  it  comes  to  the  bottom  line, 
border  communities  have  the  most  to  gain  from  the  agreement.  Indeed,  total  im- 
ports and  exports  from  border  states  bear  out  Blackwood's  thesis.  The  states  that 
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border  Canada  in  the  Ninth  District  trade  across  the  border  much  more  than  South 
Dakota. 

Echoing  those  statistics,  Julie  Johnson,  president  of  the  South  Dakota  Chamber 
of  Commerce,  indicated  that  the  FTA  has  not  generated  a  lot  of  excitement  among 
South  Dakota  businesses,  with  most  waiting  to  determine  the  pact's  ultimate  effect 
on  their  industries. 

According  to  Blackwood,  then,  the  same  logic  would  apply  to  communities  within 
those  border  states:  the  closest  to  Canada  will  likely  benefit  more  in  the  short  run. 

Harmon,  of  Havre,  Montana,  and  Oscar  Olson,  owner  of  the  John  Deere  dealer- 
ship in  Bottineau,  ND,  operate  two  border-area  businesses  that  will  likely  see  in- 
creased business.  Although  the  farm  implement  and  automobile  industries  have 
been  open  to  free  trade  for  years,  and  both  companies  have  done  a  lot  of  business 
across  the  border,  they  have  not  been  able  to  service  their  products  in  Canada. 

The  FTA  will  now  allow  Harmon  and  Olson  to  send  a  service  crew  across  the  bor- 
der to  repair  implements  they  have  sold.  In  the  past,  if  the  customer  requested  serv- 
ice, the  implement  had  to  be  hauled  back  to  the  United  States  for  repair. 

Olson  is  pleased  with  that  development,  he  said,  because  now  he  will  at  least  be 
able  to  adequately  service  his  products'  warranties. 

"It's  going  to  change  some  of  the  hassles  that  we  had  to  put  up  with,"  Harmon 
said  about  the  ability  to  service  products  on  location. 

For  Olson,  the  ability  to  service  his  customers  on  their  farms  has  become  more 
important  as  his  market  has  extended  further  into  Canada.  Two  of  his  Canadian 
competitors  have  closed  in  the  past  18  months,  and  Brandon,  which  lies  57  miles 
north  of  the  border  and  91  miles  north  of  Bottineau,  is  the  home  of  his  nearest  com- 
petitor. 

Olson  regularly  advertises  in  Canada,  although  he  suggested  that  any  northern 
business  that  advertises  on  American  radio  or  television  automatically  reaches  the 
Canadian  market.  The  same  holds  true  for  Canadian  advertisers  on  Canadian  elec- 
tronic media — radio  and  television  programming  are  accessible  to  both  countries. 

More  Business  and  Entertainment  Travel 

According  to  Ninth  District  businesses  who  count  on  Canadian  shoppers  to  sup- 
port their  sales,  American  communities  near  the  U.S. -Canada  border  are  already 
benefiting  from  increased  retail  traffic  generated  by  a  reawakening  among  Canadian 
shoppers  and  travelers. 

While  such  suggestions  are  hard  to  quantify  in  the  short  run,  chamber  officials 
and  business  managers  from  across  the  district  are  optimistic  that  the  FTA  has 
opened  up  a  new  era  in  cross-border  shopping  and  entertainment  spending. 

The  FTA  is  important  to  the  travel  industry  of  Winnipeg,  according  to  Chamber 
President  Hill.  North-South  travel  between  Winnipeg  and  Grand  Forks,  Fargo,  the 
Twin  Cities  and  points  in  between  will  increase,  he  said.  After  all,  even  by  car,  Win- 
nipeg is  just  eight  hours  from  Minneapolis,  Hill  said. 

*We  feel,  especially  in  Manitoba  and  Winnipeg — and  we've  never,  ever  had  the 
North-South  Traffic — that  (the  FTA)  is  very  important,"  said  Minaz  Abji,  general 
manager  of  the  Westin  Hotel  in  Winnipeg. 

Richard  Boustead,  general  manager  of  Fargo's  Radisson  Hotel,  said  the  travel  in- 
dustry in  Fargo  also  expects  to  benefit  from  the  agreement.  Seminars  regarding  the 
FTA  have  been  scheduled  at  area  hotels  since  the  end  of  last  year,  and  Boustead 
thinks  even  more  travel  will  occur  once  businesses  become  more  acquainted  with  the 
agreement. 

Fargo's  Radisson  is  advertising  in  Winnipeg  to  attract  business  and  leisure  cus- 
tomers, Boustead  said,  because  Canadians  were  more  involved  in  the  development 
process  of  the  FTA,  and  likewise  they  are  more  aware  of  the  potential  benefits  of 
the  agreement.  Hence,  he  believes,  they  are  more  likely  to  travel. 

More  Weekend  Shoppers 

Increased  trav°l  would  not  only  mean  benefits  to  the  lodging  industry,  but  also 
to  retail  shops  in  border  communities.  While  it  is  considered  common  wisdom  that 
the  value  of  the  Canadian  dollar  has  more  to  do  with  the  amount  of  cross-border 
shopping  than  any  trade  agreement,  retailers  in  the  Ninth  District  still  expect  to 
benefit  from  the  current  trade  climate. 

Canadian  shoppers  frequently  travel  to  communities  like  Havre  and  Great  Falls, 
Montana;  Williston,  Minot,  Bottineau  and  Grand  Forks,  ND;  and  Sault  Ste.  Marie, 
Michigan,  to  name  just  a  few.  There  they  purchase  groceries,  clothes,  and  other  ne- 
cessities. 

American  consumers  also  travel  north  at  times  to  do  their  shopping,  and  Ron  Har- 
mon of  Havre  believes  the  FTA  has  helped  change  people's  attitudes  toward  cross- 
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border  shopping.  "We  shouldn't  feel  bad  about  going  across  the  border  and  spending 
money,"  he  said. 

After  all,  notes  John  Rajala,  president  of  Rajala  Cos.  in  Deer  River,  Minnesota, 
it's  just  as  easy  for  many  northern  Minnesotans  to  get  to  Winnipeg  as  to  the  Twin 
Cities. 

Bob  Gustafson,  executive  president  of  the  Grand  Forks  Chamber  of  Commerce, 
has  cautious  optimism  about  the  effects  of  the  Free  Trade  Agreement  on  the  Grand 
Forks  economy.  He  said  Grand  Forks  businesspeople  are  well  aware  of  the  impact 
of  Canadian  spending  on  their  businesses,  and  they  are  hoping  for  increased 
consumer  traffic  resulting  from  the  FTA. 

In  Sault  Ste.  Marie,  the  Upper  Peninsula  city  connected  by  a  bridge  to  its  Cana- 
dian counterpart  of  the  same  name,  Chamber  of  Commerce  Director  Frances  Mans- 
field said  retail  trade  has  picked  up  since  the  first  of  the  year. 

While  the  number  of  vehicles  crossing  the  international  bridge  that  separates  the 
two  Sault  Ste.  Maries  was  increasing  over  the  past  two  years,  retail  traffic  from 
across  the  border  was  slowing,  Mansfield  said — at  least  until  January  1989.  The 
chamber  official  said  retail  traffic  has  improved  since  then,  and,  while  some  recogni- 
tion must  be  given  to  the  stronger  Canadian  dollar,  Mansfield  gives  much  credit  for 
the  improvement  to  the  FTA. 

Mansfield  envisions  big  changes  to  develop  in  his  region  within  one  to  three  years. 
Given  Sault  Ste.  Marie's  place  on  the  U.S.  map,  it  doesn't  benefit  from  a  lot  of  geo- 
graphical advantages,  he  said,  and  the  FTA  is  a  clear  opportunity  for  the  Upper  Pe- 
ninsula to  take  advantage  of  a  unique  circumstance. 

If  Mansfield's  vision  is  correct,  more  joint  ventures  will  develop  across  boundary 
lines  with  companies  taking  advantage  of  each  country's  benefits  while  creating 
products  for  a  world  market. 

A  supporter  of  the  FTA,  Mansfield  said  he  and  others  like  him  had  to  tread  quiet- 
ly on  the  issue  of  free  trade  in  discussions  with  their  Canadian  neighbors  because 
the  issue  generated  such  strong,  diverse  opinions  north  of  the  border.  Now,  however, 
with  the  debate  ended,  he  foresees  a  growing  sense  of  cooperation  between  Cana- 
dian and  American  businesses  as  they  try  to  compete  within  their  own  markets  and 
the  international  economy. 

Many  are  Uncertain 

Many  business  owners  and  managers  interviewed  for  this  story,  however,  had  no 
response  to  the  question  of  the  FTA  s  effect  on  their  businesses.  Most  people  appear 
to  be  unaware  01  the  ramifications  on  their  industry  and  are  waiting  for  information 
to  arrive  or  for  changes  to  occur. 

Richard  Boustead,  Fargo  hotel  manager  and  chairman  of  the  Canadian  Marketing 
Committee  in  Fargo,  said  businesspeople  are  waiting  for  answers  to  questions  like: 
When  do  we  get  started?  How  do  we  know  if  we  have  a  market?  Who  is  our  competi- 
tion? How  do  we  do  business  across  the  border?  What  are  the  Canadians'  expecta- 
tions? Should  I  change  my  business  or  marketing  tactics? 

Answers  to  those  questions,  or  at  least  professional  guidance  that  will  get  a  com- 
pany on  the  right  trail,  can  be  found  at  the  U.S.  Commerce  Department,  at  state 
offices  and  at  organizations  like  the  North  Country  Exporters  Association,  among 
others.  The  need  for  such  answers  attests  to  the  popularity  of  trade  seminars  held 
regularly  throughout  the  district. 

Some  American  industries,  however,  are  more  certain  of  their  position  since  enact- 
ment of  the  FTA — they  know  things  probably  won't  change.  Like  the  lumber  retail 
industry.  Noren  Meland,  owner  of  Meland  Lumber  Co.  in  North  wood,  ND,  (about 
80  miles  west  of  Grand  Forks)  describes  the  FTA  as  a  non-event. 

"I  really  don't  see  many  ramifications,"  Meland  said.  Many  independent  lumber 
companies  in  North  Dakota  are  supplied  by  the  larger  wholesalers  like  Georgia-Pa- 
cific and  Weyerhauser,  he  said,  and  the  small  retailer  shouldn't  notice  any  change. 

John  Rajala  of  Deer  River,  Minnesota,  said  Canada  accounts  for  about  10  to  15 
percent  of  his  lumber  company's  business,  and  that  won't  change  because  of  the 
FTA.  Rajala,  whose  companies  include  a  lumber  mill  in  Ontario,  said  the  biggest 
current  effect  on  the  American  lumber  industry  is  a  15  percent  tax  Canada  imposed 
on  its  exported  softwood  lumber. 

The  tax  has  meant  that  American  lumber  companies  have  gained  market  share, 
Rajala  said.  The  tax  was  a  Canadian  response  to  an  earlier  American  tariff,  and 
Rajala  said  that  continuing  developments  regarding  the  15  percent  tax  will  have  a 
greater  impact  on  the  retail  lumber  industry  than  the  FTA. 

Another  American  industry  with  little  or  no  immediate  impact  appears  to  be 
banking.  Bankers  and  bank  associations  contacted  for  this  story  generally  are  not 
concerned  about  the  FTA  because  there  are  no  real  competitive  threats  or  market 
opportunities  resulting  from  the  agreement. 
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Canada's  national  banking  system  includes  large,  powerful  banking  institutions 
that  have  done  a  thorough  job  of  taking  care  of  their  own  market,  according  to  John 
Leavitt  of  First  Bank  System  in  Minneapolis.  Also,  if  those  Canadian  banks  were 
interested  in  U.S.  markets,  it  would  only  be  on  a  large  scale,  similar  to  other  inter- 
national banks,  he  said. 

Leavitt,  head  of  First  Bank's  international  banking  group,  believes  Canadian 
banks — like  other  foreign  institutions  with  an  eye  on  the  U.S.  banking  market — 
would  likely  pursue  markets  on  the  East  Coast,  the  Southeast  and  the  West  Coast. 

U.S.  banks  have  been  able  to  offer  a  full  range  of  banking  services  across  the  bor- 
der since  1980.  Under  the  FTA,  however,  U.S.  bank  subsidiaries  in  Canada  will  now 
be  exempted  from  the  current  16  percent  ceiling  on  the  size  of  the  foreign  bank  sec- 
tor. Also,  banks  from  both  countries  will  benefit  from  any  liberalization  of  finance 
laws  in  either  country. 

For  Canadian  banks  in  the  United  States,  the  biggest  business  opportunity  cre- 
ated by  the  FTA  concerns  the  ability  to  underwrite  and  deal  in  securities  of  the  Ca- 
nadian government  and  their  agents.  The  Glass-Steagall  Act,  which  bars  U.S.  banks 
from  such  behavior,  had  also  applied  to  Canadian  banks  and  had  only  allowed  such 
underwriting  through  dealers  unaffiliated  with  a  Canadian  bank. 

"For  the  future,"  according  to  the  text  of  the  FTA,  "Canadian  financial  institutions 
are  guaranteed  .  .  .  that  they  will  receive  the  same  treatment  as  that  accorded 
United  States  financial  institutions  with  respect  to  amendments  to  the  Glass- 
Steagall  Act." 

The  Long  Run 

Stephen  Maly  of  the  49th  Parallel  Institute  said  he  has  mixed  views  of  the  FTA, 
but,  when  pressed,  said  he  believes  it  will  bring  net  benefits  in  the  long  run.  He 
warns,  however,  that  any  benefits  are  marginal,  and  many  times  speculative. 

'The  Free  Trade  Agreement  could  actually  help  our  country  adjust  to  national  and 
international  changes,"  Maly  said.  "It  all  fits  together.  The  Canadian  market  is  easi- 
est to  penetrate;  it  s  a  natural  place  for  a  novice  to  break  into  international  trade." 

Maly,  primary  author  of  a  book-length  study  entitled  "U.S.-Canada  Free  Trade: 
A  Western  Regional  Perspective,"  said  the  stimulus  to  trade  could  be  especially 
helpful  to  Montana,  a  state  that  is  almost  desperate  to  diversify.  "The  consequences 
of  a  U.S. -Canada  trade  agreement  could  be  significant  in  Montana  and  surrounding 
regions,"  Maly  wrote  in  his  book.  "While  the  negotiations  did  not  yield  a  truly  com- 
prehensive agreement  requiring  large  and  immediate  changes  in  national  trade  pol- 
icy, the  present  agreement  requires  a  gradual  phasing  out  of  existing  tariffs,  estab- 
lishes a  new  mechanism  for  settling  trade  disputes,  and  calls  for  continuing  discus- 
sion and  negotiation  regarding  trade-distorting  subsidies. 

"In  the  broadest  analysis  the  agreement  may  produce  only  minor  results  for  the 
state  economy,  but  for  some  businesses  and  industries  the  difference  between 
growth  and  retrenchment  is  found  at  the  margin." 

To  opponents  of  the  FTA,  Maly  said  their  concerns  are  valid  in  the  long  run,  but 
they  have  to  recognize  the  limitations  of  the  negotiators.  One  criticism  oT  the  FTA 
is  that  Canadian  industries  are  so  heavily  subsidized  that  American  companies  will 
face  unfair  competitive  pressures.  The  FTA  calls  for  continued  negotiations  to  ad- 
dress those  issues,  and,  according  to  Maly,  if  an  agreeable  solution  cannot  be 
reached  within  seven  years  the  entire  trade  accord  could  be  altered  or  scrapped. 
Subsidy  issues  regarding  energy  are  fair  game  for  American  critics,  Maly  said,  but 
it  must  be  remembered  that  America  subsidizes  its  coal  industry.  Besides,  if  Amer- 
ica can  buy  cleaner,  cheaper  hydroelectric  power  from  Canada,  and  that  makes 
American  energy  producers  in  the  Midwest  have  to  work  harder  to  compete — is  that 
a  bad  thing?  Maly  asked. 

American  farmers  and  ranchers  also  have  legitimate  gripes,  Maly  said,  but  again 
the  issues  have  two  sides,  and  the  trade  negotiators  have  their  work  cut  out  for 
them  on  those  issues.  Agricultural  issues  are  complicated  by  the  efforts  of  the  coun- 
tries working  on  the  General  Agreement  on  Tariffs  and  Trade,  who  hope  to  elimi- 
nate government  subsidies  of  agricultural  products. 

Establishing  a  Global  Economy 

The  world  economy  ...  a  global  marketplace  .  .  .  one  large  planetary  shopping 
center — those  are  the  economic  buzzwords  for  the  1990s.  With  the  economies  of  Eu- 
rope set  to  unify  by  1992,  FTA  boosters  see  the  pact  between  Canada  and  the  Unit- 
ed States  as  a  small  step  in  a  larger  global  process. 

'The  Free  Trade  Agreement  is  the  beginning  of  liberalization  of  all  world  trade," 
said  Robert  Armstrong,  vice  president  of  trade  regulation  for  Public  Affairs  Inter- 
national in  Toronto,  in  an  address  before  a  group  of  Minnesota  businesspeople  this 
winter. 
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"While  free  trade  was  a  major  concept  of  the  Nov.  21,  1988,  [Canadian  elections] 
four  years  from  now  free  trade  will  not  be  a  concept — it  will  be  a  policy,"  Armstrong 
said. 

At  the  same  conference,  held  in  Bloomington,  Walter  Stothers,  agent  general  of 
the  government  of  Ontario,  reminded  the  listeners  of  one  of  the  reasons  why  the 
United  States  is  currently  suffering  from  a  trade  deficit.  The  United  States  only  ex- 
ports 11  percent  of  its  gross  national  product  (GNP),  and  of  that  11  percent,  90  per- 
cent is  exported  by  just  280  companies. 

Ontario,  on  the  other  hand,  exports  37  percent  of  its  GNP,  Stothers  said,  with  a 
wider  representation  of  businesses. 

"If  I  could  tear  down  every  trade  barrier  in  the  world  I'd  do  it,"  said  Oscar  Olson. 
The  Bottineau  implement  dealer  blames  trade  restrictions  and  disagreements  for 
most  of  the  world's  international  ills,  including  war. 

"Anytime  you  start  imposing  artificial  barriers  to  commerce  you're  creating  an  ul- 
timate imbalance,  and  the  consumer  will  be  shortchanged,"  Olson  said. 

It  is  the  consumer,  many  analysts  agree,  that  will  benefit  most  handsomely  over 
the  long  run  from  the  FTA,  as  from  most  any  agreements  that  liberalize  trade. 

"Let's  let  the  Canadians  do  what  they  do  best,  and  we'll  do  what  we  do  best,  and 
let  the  consumers  decide,"  said  First  Bank's  Leavitt,  describing  the  philosophy  be- 
hind the  FTA. 

A  New  Economics 

In  the  final  analysis,  John  Blackwood  believes  that  too  much  was  made  of  the 
negative  effects  of  the  FTA — both  in  Canada  and  in  the  United  States.  The  real  war 
between  Canada  and  the  United  States  is  not  a  trade  war,  he  said,  but  a  cultural 
war — alluding  to  the  Canadians'  fear  that  their  culture  will  be  further  overrun  by 
America  because  of  the  FTA. 

Blackwood  cited  a  study  by  the  Canada  West  Foundation  which  showed  that,  in 
general,  85  percent  of  Canadians  will  not  be  affected  by  the  FTA,  8  to  10  percent 
will  be  positively  affected  and  5  to  7  percent  will  be  hurt  by  the  accord. 

In  the  long  run,  however,  Blackwood  believes  that  when  the  10-year  phase-out  pe- 
riod is  over,  and  when  the  psychology  of  movement  has  run  its  course  and  inter- 
national trade  has  matured  even  further,  the  economics  cf  tariffs  will  be  replaced 
by  another  phenomenon  of  trade  between  the  United  States  and  Canada — the  eco- 
nomics of  transportation. 

The  economics  of  doing  business  with  Canada  will  be,  for  the  most  part,  an  eco- 
nomics of  proximity,  Blackwood  believes,  and  not  one  of  tariffs  and  foreign  trade 
fears. 

DEFENSE  CUTS  INEVITABLE,  BUT  IMPACT  DEPENDS  ON  LOCATION  AND 

PACE  OF  CHANGE 

There  is  a  sign  at  Malmstrom  Air  Force  Base  in  Great  Falls,  Montana,  that  reads: 
"Peace  ...  is  our  product." 

Peace  production,  however — like  most  everything  else — is  subject  to  the  laws  of 
supply  and  demand.  In  a  world  of  crumbling  dictatorships,  Warsaw  Pact  dissolution 
and  nuclear  arms  treaties,  threats  to  peace — at  least  for  many  western  countries — 
appear  to  be  decreasing.  Likewise,  the  demand  for  "peace-keeping"  products  that  the 
Malmstrom  sign  refers  to,  such  as  missiles,  planes  and  troops,  is  also  decreasing. 

The  irony,  of  course,  and  the  fear  of  many  politicians  and  some  elements  of  the 
business  community,  is  that  the  American  military — over  half  of  which  is  dedicated 
to  the  defense  of  Europe — may  have  worked  itself  out  of  some  jobs. 

But  while  many  fret  about  lost  contracts  and  reduced  employment,  others— citing 
the  so-called  peace  dividend — maintain  that  reductions  in  defense  spending  will  ulti- 
mately have  a  positive  effect  on  the  nation's,  and  the  Ninth  District's,  economy. 
Given  the  likelihood  for  some  type  of  defense  cuts  in  coming  years,  three  issues 
largely  frame  the  domestic  economic  debate:  the  overall  economic  impact  of  defense 
cuts,  the  specific  areas  that  will  be  hardest  hit  by  the  cuts,  and  the  ability  for  busi- 
nesses and  communities  to  adapt  to  the  change. 

In  general,  the  analysis  in  this  Fedgazette  shows  that  while  pockets  of  the  Ninth 
District  economy  may  be  adversely  impacted  by  a  defense  build-down,  the  district's 
economic  diversity  should  minimize  any  overall  negative  effects. 

On  a  Historical  Scale,  Impact  will  be  Marginal 

The  question  of  economic  impact  will  ultimately  be  answered  by  the  administra- 
tion and  Congress.  Currently,  Secretary  of  Defense  Richard  Cheney  is  proposing  2 
percent  annual  cuts  in  the  defense  budget  through  1997,  but  many  believe  Congress 
will  insist  on  deeper  cuts,  probably  in  the  5  percent  range. 
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A  recent  study  by  the  Congressional  Budget  Office  (CBO)  compares  current  budg- 
et options  with  past  defense  build-downs.  For  its  analysis,  the  CBO  projected  the 
impacts  of  4  percent,  7  percent,  and  10  percent  reductions  in  defense  spending  over 
a  five-year  period,  and  found  that  each  option  compared  favorably  with  historical 
examples. 

"For  all  three  alternatives  [4,  7,  or  10  percent],  the  decline  in  real  defense  budget 
authority  and  the  decline  in  the  defense  budget's  share  of  GNP  are  slower  than 
those  experienced  during  the  period  of  defense  reduction  that  followed  the  Korean 
War  (1952-54).  All  three  alternatives  would  also  reduce  the  defense  share  of  GNP 
more  slowly  than  was  the  case  during  the  five-year  period  following  the  peak  of 
spending  during  the  Vietnam  War  (1968-73),"  writes  G.  Wayne  Glass  in  the  CBO 
study. 

So,  in  historical  context,  the  CBO  report  downplays  the  supposed  negative  effects 
on  the  nation's  economy.  "It's  not  going  to  hurt  too  badly,"  Glass  says  of  the  even- 
tual defense  cuts,  pointing  out  that  the  defense  industry  accounts  for  just  6  percent 
of  GNP.  "If  you  put  it  [the  defense  budget]  in  context,  it  doesn't  have  that  much 
impact.  But  it  certainly  covers  the  front  page." 

The  CBO  study  also  suggests  that  defense  cuts  are  good  for  the  country.  "Cuts 
in  defense  spending  should  result  in  higher  U.S.  standards  of  living,"  according  to 
Glass,  who  cites  reduced  taxes  and  a  lower  federal  budget  deficit.  He  also  adds  that 
in  the  long  run,  cutbacks  in  defense  spending  might  help  improve  productivity  as 
non-defense  research  would  benefit  from  increased  scientific  and  technological  re- 
sources. 

Such  an  analysis  may  imply  that  big  defense  cuts  are  the  best;  however,  long  run 
considerations  often  give  way  to  immediate  repercussions,  and  Glass'  econometric 
model  shows  that  large-scale  reductions  in  defense  spending  would  probably  cut  the 
growth  of  real  gross  national  product  (GNP)  and  raise  the  unemployment  rate  by 
a  small  amount  in  the  short  term.  But  defense  cuts  will  not,  Glass  stresses,  cause 
a  recession. 

How  Should  Cuts  be  Dispersed? 

Once  the  level  of  cuts  are  set,  the  most  problematic  decision — both  from  an  eco- 
nomic and  political  perspective — will  be  to  determine  which  branches  of  service,  and 
which  weapons  programs,  will  take  the  budget  hits. 

Cheney's  defense  reduction  plan  will  probably  be  relatively  kind  to  the  Ninth  Dis- 
trict. In  June,  the  secretary  of  defense  proposed  cuts  over  the  next  five  years  that 
would  retire  six  active  duty  Army  divisions,  111  Navy  ships  and  11  Air  Force  tac- 
tical fighter  wings,  and  remove  442,000  men  and  women  from  the  2.1  million  active 
duty  ranks.  California  and  states  in  the  East  would  be  hardest  hit  by  the  proposal, 
analysts  believe. 

"Cutbacks  in  defense  have  their  greatest  effect  on  three  of  the  nine  census  regions 
in  the  United  States — New  England,  the  Pacific  Region  and  the  South  Atlantic  re- 
gion— where  defense  spending  is  most  heavily  concentrated,"  according  to  the  CBO 
study. 

Regional  impacts  are  expected  to  vary  depending  on  whether  cutbacks  focus  on 
Department  of  Defense  employment  levels  or  on  goods  and  services.  "If  large  cuts 
are  made  in  employment  levels,  the  South  Atlantic  and  Pacific  regions  could  experi- 
ence a  disproportionate  impact  since  these  regions  have  the  largest  concentrations 
of  people  employed  by  the  Department  of  Defense,"  the  CBO  says.  On  the  other 
hand,  if  reductions  are  targeted  at  purchases,  "New  England  and  the  Pacific  regions 
are  likely  to  be  the  hardest  hit  since  they  are  the  major  beneficiaries  of  defense  pur- 
chases." 

In  a  sense,  the  Ninth  District  is  a  microcosm  of  the  nation:  If  cuts  are  focused 
on  personnel,  the  district's  western  states — where  four  of  the  air  bases  are  located — 
would  be  hardest  hit;  if  procurement  is  targeted,  the  Twin  Cities  would  face  the  big- 
gest cuts. 

But  regional  impacts  can  be  overstated,  according  to  James  Morrison,  vice  presi- 
dent for  policy  of  Business  Executives  for  National  Security,  a  non-partisan  associa- 
tion of  American  businesses.  For  example,  Morrison  says  that  even  if  the  defense 
budget  were  cut  by  one-third,  Southern  California's  vibrant  economy  would  still  cre- 
ate about  900,000  new  jobs  by  1995.  And  Seattle,  another  potentially  big  loser  if 
large  cuts  are  made,  will  also  fare  well,  Morrison  says,  especially  because  of 
Boeing's  booming  commercial  aircraft  market. 

Steven  Malin  of  the  Conference  Board's  Economic  and  Business  Environment  Pro- 
gram, believes  the  Army  will  be  the  hardest  hit  of  the  military  services,  while  the 
Air  Force  will  only  suffer  moderate  cuts.  That  would  also  be  good  news  for  the  Ninth 
District,  which  depends  on  the  Air  Force  for  much  of  its  defense  dollars.  Malin  says 
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there  is  even  talk  in  Washington  suggesting  that  the  Marines  be  disbanded  as  a 
separate  military  division. 

Ability  to  Adapt  is  Key  to  Economic  Success  for  Businesses  .  .  . 

For  successful  economic  adjustment  to  occur — regardless  of  the  size  or  location  of 
the  cuts — Glass  of  the  CBO  says  the  crucial  factor  is  the  rate  of  change. 

'The  more  rapid  the  cutback,  the  more  likely  the  disruption  is  to  be  serious — par- 
ticularly for  the  Department  of  Defense,  for  military  and  civilian  personnel,  and  for 
the  smaller  communities  and  companies  that  are  most  apt  to  experience  harsh  ef- 
fects," he  says. 

Morrison,  in  recent  testimony  before  Congress,  advised  it  to  treat  defense  contrac- 
tors as  underlying  assets  and  resources,  not  just  as  product  lines  and  brand  names. 
He  said  Congress  should  focus  on  the  potential  of  those  assets,  rather  than  on  sim- 
ply saving  the  company. 

"Focusing  on  'saving  the  company'  rather  than  making  the  best  use  of  assets  and 
resources  will  only  undermine  the  'felt  commitment  to  change'  in  the  company  and 
shortchange  the  company's  surrounding  community  out  of  potential  economic 
growth,"  Morrison  said. 

Despite  his  advice,  Morrison  said  be  expects  Congress  to  have  a  "save  the  com- 
pany" philosophy  when  it  sets  defense  cuts,  but  he  also  expects  Congress  to  do  a 
better  job  now  than  it  would  have  done  10  years  ago.  "They  know  more  about  eco- 
nomic adjustment  these  days,"  he  said. 

.  .  .  Military  Site  Communities  .  .  . 

For  any  military  bases  that  may  be  closed  in  the  coming  years,  and  especially  for 
the  communities  that  will  be  affected,  all  is  not  lost:  The  Pentagon's  Office  of  Eco- 
nomic Adjustment  reports  that  for  the  100  bases  closed  between  1969  and  1986,  av- 
erage civilian  employment  increased  about  30  percent  after  the  military  left.  Accord- 
ing to  Morrison,  the  reasons  are  clear.  "The  military  leaves  behind  valuable  assets — 
land,  infrastructure  like  water,  sewer,  gas,  and  electricity  lines,  and  reusable  build- 
ings. Often  it  leaves  behind  airstrips,  deepwater  harbors,  and  rail  lines." 

Success  stories  abound  at  vacated  base  sites,  like  in  Kinross  Township  on  the 
Upper  Peninsula  of  Michigan.  There,  in  1976,  Kincheloe  Air  Force  Base  was  closed, 
removing  10,000  military  personnel  and  dependents,  700  civilian  jobs  and  a  total 
payroll  of  $28  million.  Within  12  years  after  the  closing,  however,  four  prisons  and 
one  work  camp  were  installed  at  the  base,  along  with  12  industrial  companies  and 
15  retail  businesses.  In  all,  the  local  tax  base  has  doubled,  and  the  civilian  payroll 
created  by  the  new  ventures  has  reached  $110  million. 

Morrison  cites  Kincheloe  as  a  shining  example  of  private  business  profiting  from 
supposed  calamity.  On  the  other  hand,  ne  cites  Glasgow  AFB  of  Glasgow,  Montana, 
which  began  shutting  down  in  the  late  1960s,  as  an  example  of  failed  local  policies. 
When  the  base  closed,  16,000  people  left  the  Glasgow  area,  a  trend  that  has  been 
continuing  among  the  civilian  population  as  the  base  and  all  its  infrastructure  re- 
mains almost  completely  idle.  In  1970,  Glasgow  had  an  emigration  rate  of  33  per- 
cent; in  1980  the  population  fell  to  4,500,  and  it  is  expected  to  fall  below  4,000  this 
year. 

.  .  .  and  Local  Economies 

In  general,  most  analysts  feel  the  Ninth  District  will  not  be  hard  hit  by  defense 
cuts  in  coming  years,  mainly  because  the  region's  air  bases  appear  to  be  safe  from 
major  cutbacks,  and  also  because  the  district's  diversified  economy  does  not  rely 
heavily  on  procurement  contracts.  Even  if  one  of  the  bases  were  closed,  they  main- 
tain, the  negative  impacts  would  likely  be  local  in  scope. 

Regarding  the  supposed  peace  dividend,  Thor  Hertsgaard,  professor  of  agricul- 
tural economics  at  North  Dakota  State  University  in  Fargo,  wryly  suggests  that  the 
peace  dividend  for  North  Dakota  will  be  that  the  state  will  not  lose  many  defense 
contracts — with  the  implication  that  the  state  doesn't  have  much  to  lose.  The  same 
could  probably  be  said  for  much  of  the  Ninth  District.  In  addition  to  allowing  for 
a  healthy  adjustment  period,  Morrison  feels  the  government  should  go  one  step  fur- 
ther and  consider  the  local  conditions  of  the  regions  its  decisions  will  affect.  "A  one- 
size-fits-all  federal  policy  will  represent  too  much  federal  response  in  some  commu- 
nities and  too  little  in  others,"  according  to  Morrison.  "Differences  in  the  rate  of 
business  formation  and  in  the  relative  demand  for  workers  with  defense  employees' 
skills  in  various  communities  also  should  be  factored  in." 

Aside  from  emphasizing  the  need  for  strong  local  leadership  in  matters  relating 
to  economic  readjustment,  Morrison  also  details  two  ways  the  federal  government 
can  aid  those  efforts:  to  disseminate  information  on  successful  programs  in  other 
communities;  and  to  provide  employment  assistance  as  a  "backstopper"  for  commu- 
nities and  states  that  can't  handle  the  dislocations. 
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Referring  to  Congress'  tendency  toward  "ad  hoc-ery"  on  issues.  Malin  of  the  Con- 
ference Board  warned  that  legislators  may  be  tempted  to  speed  up  the  pace  of  de- 
fense cuts  and  eventually  overreact.  "We're  not  out  of  the  defense  business,"  he  said. 
"You  can  carry  that  too  far.  Defense  is  a  lot  like  infrastructure — it  erodes  and  erodes 
and  erodes,  then  you  find  yourself  needing  to  rebuild." 

FREE  TRADE  AGREEMENT  BOLSTERS  BORDER  COMMUNITffiS 

By  David  S.  Dahl,  Editor  in  Chief,  Fedgazette 

Federal  Reserve  Bank  of  Minneapolis 

In  Bottineau,  N.D.,  13  miles  from  the  Canadian  border,  46  percent  of  John  Deere 
dealer  Oscar  Olson's  farm  implement  sales  will  be  to  Canadians  this  year.  Olson's 
Canadian  sales  have  doubled  since  January  1989,  when  implementation  began  for 
the  U.S.-Canada  Free  Trade  Agreement  (FTA),  which  phases  out  tariffs  between  the 
two  countries  over  a  10-year  period. 

The  U.S.  dollar's  decline  relative  to  the  Canadian  dollar  and  different  economic 
conditions  in  the  two  countries,  Olson  recognizes,  have  also  contributed  to  his  in- 
creased Canadian  business. 

Furthermore,  the  FTA,  he  points  out,  did  not  remove  all  the  impediments  to  sell- 
ing to  Canadians.  For  example,  Olson  can  cross  the  border  only  to  service  farm  im- 
plements under  warranty. 

But  when  asked  if  the  FTA  met  his  optimistic  expectations  that  he  expressed  two 
and  one-half  years  ago  in  the  Fedgazette's  inaugural  issue,  Olson  replies,  "right 
down  the  line. '  Others  interviewed  for  that  article  shared  his  optimism.  Border  com- 
munities, they  speculated,  initially  would  be  the  FT A's  principal  beneficiaries,  and 
it  would  change  perceptions  about  doing  business  with  Canadians  more  than  costs. 

Their  expectations  are  being  fulfilled,  according  to  the  latest  Fedgazette  Poll  of 
144  Ninth  District  business  and  community  leaders,  taken  August  12-16.  The  FTA, 
they  believe,  has  and  will  continue  to  benefit  the  Ninth  District,  particularly  border 
communities,  and  recognizing  its  benefits,  they  also  support  a  free  trade  agreement 
with  Mexico. 

Strong  Support  for  Free  Trade 

Three  out  of  four  respondents  support  free  trade,  the  economic  concept  underlying 
the  FTA.  The  removal  of  trade  barriers  allows  participating  countries  to  specialize 
in  those  goods  and  services  they  produce  most  efficiently.  Thus,  each  country  bene- 
fits and  output  is  maximized. 

As  economic  theory  suggests,  56  percent  of  respondents  believe  the  FTA  so  far  has 
benefited  both  Canada  and  the  United  States.  Another  20  percent  indicate  only  the 
United  States  has  benefited,  and  13  percent  say  Canada.  Only  six  percent  say  nei- 
ther, and  the  rest  do  not  know. 

U.S.-Canada  FTA  Fulfills  Expectations  .  .  . 

Furthermore,  the  FTA  is  fulfilling  the  expectation  expressed  in  the  earlier 
Fedgazette  article  that  its  impact  would  be  greatest  in  border  communities.  Eighty- 
two  of  the  POLL's  144  respondents  come  from  communities  close  to  the  Canadian 
border:  Duluth,  Minnesota;  Great  Falls  and  Kalispell,  Montana;  Marquette, 
Ishpeming  and  Negaunee,  Michigan;  Grand  Forks  and  Minot,  North  Dakota;  and 
Superior,  Wisconsin.  Sixty-seven  percent  of  them  indicate  that  the  FTA  has  had  a 

Eositive  impact  on  their  communities  as  compared  to  33  percent  from  other  Ninth 
listrict  communities. 

Not  everyone  in  border  communities,  however,  is  happy  with  the  FTA.  Ron  Har- 
mon, manager  of  Big  Bud,  a  tractor  and  light  manufacturing  company  in  Havre, 
Montana,  was  optimistic  about  the  FTA  when  interviewed  for  the  earlier  Fedgazette 
article.  His  optimism  has  been  dampened  by  recent  Canadian  regulations  that  make 
it  difficult  for  small  border  businesses  to  work  across  the  border. 

Also,  36  percent  of  respondents  feel  the  FTA  has  changed  perceptions  about  doing 
business  with  Canadians  but  has  not  affected  costs,  which  was  the  expectation  of 
Lars  Nelson,  director  of  North  Country  Exporters  Association,  Staples,  Minnesota, 
and  others  had  in  the  earlier  Fedgazette  article.  Upper  Midwest  businesses'  interest 
in  Canada  has  increased,  Nelson  says,  and  many  are  exploring  joint  manufacturing 
and  distributing  ventures  with  Canadian  firms. 

.  .  .  But  Other  Factors  also  Influence  Cross-Border  Business 

Only  14  percent  of  respondents  report  that  the  FTA  has  substantially  altered 
costs.  But  in  the  last  two  and  one-half  years  many  factors  besides  the  FTA  have 
affected  business  between  the  United  States  and  Canada.  And  27  percent  of  re- 
spondents do  not  know  the  FTA's  impact  so  far.  Changes  in  exchange  rates  and  dif- 
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ferences  in  business  conditions  between  the  two  countries  have  offset  any  effects  of 
the  FTA,  according  to  another  23  percent  of  respondents. 

These  factors  probably  help  explain  why  only  52  percent  of  respondents  whose  or- 
ganizations had  business  ties  with  Canada  indicate  the  FTA  has  had  a  positive  im- 
pact. Most  of  the  rest  feel  it  has  had  no  impact. 

Ninth  District-Canada  Business  Increases  Substantially  .  .  . 

Although  the  FTA's  impact  cannot  easily  be  sorted  out  from  other  factors,  busi- 
ness with  Canada  has  increased  markedly  since  the  FTA  went  into  effect.  During 
the  last  three  years,  66  percent  of  respondents  indicate  the  number  of  Canadian 
visitors  and  shoppers  to  their  communities  has  increased.  For  respondents  from  bor- 
der communities  this  number  jumps  to  89  percent. 

In  Minot,  North  Dakota,  for  example,  Canadian-related  travel  and  retail  expendi- 
tures have  increased  20  percent  in  each  of  the  last  two  years,  says  Blake  Krabseth, 
executive  director,  Minot  Convention  and  Visitors  Bureau. 

Between  the  winter  of  1989  and  this  past  summer,  the  U.S.  dollar  has  declined 
4  percent  relative  to  the  Canadian  dollar,  lowering  the  price  of  U.S.  goods  and  serv- 
ices to  Canadians. 

The  U.S.  dollar's  decline,  with  the  FTA's  tariff  reductions,  largely  explains  why 
29  percent  of  respondents  indicate  that  exports  from  their  communities  have  in- 
creased during  the  last  three  years.  Many  report  no  change. 

Ninth  District  exports  to  Canada  have  gone  up  substantially.  Last  year  South  Da- 
kota's exports  to  Canada  jumped  122  percent,  Wisconsin's  surged  57  percent,  Min- 
nesota's rose  46.9  percent  and  North  Dakota's  climbed  32.7  percent.  In  Montana, 
however,  exports  were  down  1.4  percent. 

Thirty-three  percent  of  respondents  also  report  that  Canadian  imports  into  their 
communities  have  increased,  which  probably  reflects  lower  tariffs  from  the  FTA. 
Nine  percent  report  decreased  exports  and  the  rest  report  either  no  change  or  do 
not  know. 

Furthermore,  28  percent  of  respondents  report  that  Canadian  investment  in  their 
communities  has  increased.  This  number  jumps  to  43  percent  for  border  community 
respondents.  Since  the  FTA  began,  Bob  Gustafson,  president,  Grand  Forks  Chamber 
of  Commerce,  reports  Canadian  firms'  interest  in  establishing  U.S.  operations  has 
increased,  and  recently  several  have  joined  the  Grand  Forks  Chamber. 

.  .  .  And  is  Expected  to  Continue 

These  gains  in  Canadian  business  are  likely  to  continue.  Thirty-five  percent  of  re- 
spondents look  for  Canadian  business  to  be  an  important  source  of  growth  for  their 
communities  during  the  next  five  years,  and  another  40  percent  look  for  it  to  be  a 
moderate  source.  For  the  border  communities  these  numbers  climb  to  54  and  35  per- 
cent. 

While  close  to  half  of  the  respondents  do  not  see  Canadian  business  affecting  their 
organization  during  the  next  five  years,  14  percent  see  it  as  an  important  source 
of  growth  and  35  percent  as  a  moderate  source  of  growth. 

U.S. -Mexico  Free  Trade  Agreement  Favored 

Respondents'  expectations  of  increased  business  with  Canada  and  their  belief  in 
free  trade  probably  explain  why  78  percent  of  them  say  the  United  States  should 
have  a  free  trade  agreement  with  Mexico  as  it  does  in  Canada.  Sixty  percent  say 
such  an  agreement  would  increase  business  and  create  jobs  in  both  countries. 

A  copy  of  the  POLL  and  respondent  data  is  available  upon  request. 

DISTRICT  WILL  OUTPACE  NATION  EN  1993 

By  David  S.  Dahl,  Economics  Editor,  Fedgazette 

Federal  Reserve  Bank  of  Minneapolis 

The  Ninth  District  economy  is  outpacing  the  nation's,  and  should  do  so  again  in 
1993,  according  to  a  mid-November  survey  of  146  regional  business  and  community 
leaders  and  the  Minneapolis  Fed's  regional  forecasting  models.  Survey  results,  how- 
ever, probably  do  not  imply  a  significant  pickup  in  growth  as  respondents  expect 
the  national  economy  to  remain  lackluster. 

District  Outpacing  the  Nation 

Close  to  three-fourths  of  the  respondents  reveal  their  communities  are  doing  bet- 
ter than  the  nation.  Their  community's  current  economic  performance  is  "substan- 
tially better"  than  the  nation's,  say  21  percent  of  respondents  and  "somewhat  bet- 
ter, report  another  48  percent.  Only  12  percent  see  the  nation's  economy  out- 
performing their  community's.  Collaborating  respondents'  observations,  district  em- 
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&loyment  growth  was  greater  than  the  nation's  in  1992.  Federal  Reserve  Bank  of 
[inneapolis  Advisory  Council  members'  comments  shed  light  upon  these  increases. 
For  example,  "we're  seeing  some  real  (positive)  changes  coming  to  the  Upper  Penin- 
sula," said  a  member  from  the  Upper  Peninsula,  the  fastest  growing  region. 

District  states'  homebuilding  also  surpassed  the  nation's  in  1992.  Homes  are  going 
up  at  an  "extremely  strong  pace,"  said  an  Advisory  Council  member  from  Fargo. 
While  in  western  Montana,  contractors  are  telling  buyers  that  their  homes  cannot 
be  started  until  next  summer,  said  a  western  Montana  advisor. 

Moreover,  district  states  appear  to  have  done  better  agriculturally  than  the  na- 
tion, despite  Montana  and  South  Dakota  lagging  the  nation  in  cash  farm  receipts 
growth.  According  to  the  Minneapolis  Fed's  third-quarter  Agricultural  Credit  Condi- 
tions Survey,  drought  was  a  problem  in  Montana.  Above-normal  moisture  and 
below-normal  temperatures  troubled  South  Dakota  and  Minnesota  farmers.  In- 
creases in  milk  prices  boosted  Wisconsin's  cash  receipts,  and  increases  in  wheat  pro- 
duction and  prices  raised  North  Dakota's  farm  profits. 

District  will  Continue  to  Outperform  Nation 

Respondents'  expectations  for  the  first  half  of  1993  suggest  that  the  district  will 
continue  to  outpace  the  nation.  Around  50  percent  of  respondents  see  business  in- 
vestment, employment,  consumer  spending  and  housing  in  their  communities  ex- 
ceeding year-earlier  levels  during  the  next  six  months.  Only  about  10  percent  of 
these  respondents  see  declines.  Moreover,  respondents  appear  to  be  betting  on  con- 
tinued growth  as  35  percent  say  their  organizations  plan  to  increase  their  capital 
spending  in  1993.  Only  19  percent  anticipate  a  decrease.  These  expectations  are  con- 
sistent with  the  forecasts  from  the  Federal  Reserve  Bank  of  Minneapolis  Research 
Department's  regional  forecasting  models,  which  indicate  that  in  1993  district 
states'  growth  in  non-farm  employment  will  exceed  the  nation's. 

Despite  these  projections,  the  district  will  face  some  contentious  issues  in  1993. 
For  example,  Advisory  Council  members  report  that  the  Canadian  government  is 
working  to  curb  cross-border  shopping,  and  Minnesota  is  confronting  a  $769  million 
deficit  during  its  next  two-year  budget  period.  North  Dakota  also  faces  a  budget  def- 
icit and  Montana  voters  will  consider  a  referendum  in  1993  to  initiate  a  state  sales 
tax. 

Little  Change  in  the  Nation's  Economic  Growth 

While  the  district  is  expected  to  do  better  than  the  nation,  respondents  do  not  ex- 
pect a  surge  in  national  economic  growth.  During  the  current  recovery,  which  began 
in  the  spring  of  1991,  real  gross  domestic  product  (GDP),  the  nation's  output  of 
goods  and  services,  has  risen  at  a  2  percent  annual  rate,  which  is  below  its  average 
annual  growth  of  3  percent  since  the  end  of  World  War  II.  Fifty-three  percent  of 
respondents  see  the  nation's  growth  in  1993  as  continuing  to  be  weaker  than  aver- 
age, and  35  percent  expect  average  growth.  While  many  respondents  expect  below- 
average  GDP  growth,  48  percent  foresee  the  consumerprice  index  increasing  4  per- 
cent in  1993,  its  average  annual  increase  since  1982.  The  remainder  are  split,  with 
25  percent  anticipating  a  faster  increase  and  27  percent  a  slower  increase. 

STATEMENT  BY  ROBERT  D.  McTEER,  JR. 
President,  Federal  Reserve  Bank  of  Dallas 

•     March  10,  1993 

Summary 

Thank  you.  I  am  Bob  McTeer,  President  of  the  Federal  Reserve  Bank  of  Dallas. 
Before  assuming  that  position  in  February  1991,  I  was  Senior  Vice  President  in 
Charge  of  the  Baltimore  Branch  of  the  Federal  Reserve  Bank  of  Richmond.  I  became 
a  voting  member  of  the  Federal  Open  Market  Committee  this  past  January. 

I  am  pleased  to  respond  to  your  request  to  share  my  views  on  monetary  policy 
and  the  state  of  the  economy  in  the  Eleventh  Federal  Reserve  District,  which  in- 
cludes Texas,  southern  New  Mexico,  and  northern  Louisiana.  Our  District  has  fared 
somewhat  better  than  the  national  average  during  the  past  three  years,  possibly  be- 
cause it  was  still  on  the  rebound  from  the  sharp  contraction  of  the  late  1980s.  In 
terms  of  employment,  we  managed  to  avoid  the  recession  but  not  the  sluggish  recov- 
ery. Our  employment  growth  slowed  below  trend,  and  our  unemployment  rates  in- 
creased to  national  levels,  especially  in  areas  vulnerable  to  defense  cuts. 

The  relative  strength  of  our  economy  derives,  in  part,  from  trade  with  Mexico. 
Our  border  cities  have  shown  the  strongest  growth  in  terms  of  manufacturing  em- 
ployment and  retail  sales.  Geographically,  San  Antonio  and  Austin  are  doing  better 
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than  Houston  and  Dallas-Fort  Worth.  Fort  Worth  has  been  hardest  hit  by  defense 
cuts,  while  Houston  has  felt  the  brunt  of  energy  cutbacks.  Restructuring  away  from 
energy  continues  to  make  our  economic  profile  more  like  the  nation's,  but  that  re- 
structuring, like  similar  adjustments  taking  place  across  the  nation,  continues  to 
exact  a  human  toll.  Within  our  District,  the  performance  of  southern  New  Mexico 
is  similar  to  that  of  Texas,  while  northern  Louisiana  has  been  somewhat  weaker. 

Except  for  commercial  real  estate,  construction  has  been  a  recent  source  of 
strength  and  jobs  in  our  region.  Residential  building  permits  in  1992  were  the  high- 
est since  1986,  the  year  of  the  crash.  Office  vacancy  rates,  however,  have  not  recov- 
ered much.  One  lesson  from  our  District  is  that  the  overhang  of  commercial  real  es- 
tate lasts  a  long  time. 

The  financial  condition  of  our  banks  has  improved  over  the  past  two  years,  and 
bank  lending  stabilized  in  1992  for  the  first  time  since  1985.  As  you  might  imagine, 
the  credit  crunch  has  been  very  real  in  the  Southwest.  It  has  been  the  topic  of  spe- 
cial meetings  of  our  Boards  of  Directors  and  eight  special  meetings  I  helcf  last  year 
with  bankers  across  the  District.  The  credit  crunch  eased  somewhat  during  the  past 
year,  but  it  continues  to  impede  job  growth  in  small-  and  medium-size  businesses 
that  rely  on  banks  for  credit. 

With  regard  to  monetary  policy,  I  believe  that  it  has  been  accommodative  over  the 
past  four  years.  The  federal  funds  rate  was  pushed  down  from  almost  10  percent 
in  April  1989  to  3  percent  by  mid-1992.  The  discount  rate  was  also  reduced  to  3 
percent,  and  reserve  requirements  were  reduced  twice.  Short-term  market  rates  de- 
clined dramatically.  Bank  reserves,  the  monetary  base,  and  Ml  grew  at  double-digit 
rates  in  1992.  Many  of  the  two  dozen  or  so  easing  moves  triggered  a  temporary 
backup  in  long  rates,  suggesting  that  market  participants  believed  we  were  leading, 
rather  than  following,  rates  down.  But  either  way,  the  benefits  of  lower  interest 
rates  were  substantial. 

Long-term  rates,  which  depend  on  expectations,  fell  substantially,  but  not  as 
much  as  short-term  rates,  leading  to  a  steepening  of  the  yield  curve.  The  steep  yield 
curve  and  declining  rates  helped  a  wounded  banking  system  restore  profitability 
and  capital. 

The  expectations  restraining  the  decline  in  long  rates  presumably  included  fears 
of  higher  inflation  in  future  years,  the  huge  and  growing  budget  deficit,  and  perhaps 
a  shift  toward  worldwide  capital  scarcity.  It  is  instructive  that  the  recent  sharp  de- 
cline in  intermediate-  and  long-term  interest  rates,  including  mortgage  rates,  was 
triggered  by  renewed  hope  on  the  deficit  front  without  a  further  push  on  short-term 
rates. 

While  I  believe  that  monetary  policy  has  been  quite  accommodative,  the  slow 
growth  in  M2  and  M3  has  led  some  people  to  conclude  the  opposite.  The  way  I  view 
it,  M2  and  M3  growth  has  been  slow,  not  because  monetary  policy  was  tight,  but 
because  it  was  easy.  Bank  deposit  rates  were  driven  so  low  that  funds  flowed  out 
of  the  banking  system  into  other  investments,  such  as  stock  and  bond  mutual  funds. 
People  still  have  their  funds;  but  because  the  funds  are  not  deposited  in  banks,  they 
are  not  counted  as  money.  If  you  add  those  funds  back  in,  M2  and  M3  were  on  tar- 
get in  1992.  Or,  if  you  do  not  add  them  back  in,  the  smaller  quantity  of  measured 
money  will  show  a  higher  velocity.  The  shortfall  of  M2  and  M3  from  the  midpoints 
of  their  target  ranges  last  year  was  more  than  made  up  by  the  increase  in  velocity. 
Our  critics  appear  to  be  applying  a  monetary  rule  that  assumes  a  stable  velocity 
to  a  situation  in  which  velocity,  at  least  temporarily,  is  anything  but  stable. 

Mr.  Chairman,  we  are  doing  a  great  deal  of  work  on  these  important  questions 
at  the  Dallas  Fed;  some  of  our  research  is  cited  in  my  written  testimony.  We  would 
be  happy  to  share  any  of  it  with  you  and  your  staff. 

I.  THE  ELEVENTH  DISTRICT  ECONOMY 

The  economy  of  the  Eleventh  Federal  Reserve  District,  which  includes  Texas, 
southern  New  Mexico,  and  northern  Louisiana,  has  fared  somewhat  better  than  the 
national  average  during  the  past  three  years  (Chart  1).  In  part,  we  have  done  better 
because  the  economy  was  rebounding  from  the  sharp  contraction  that  took  place 
after  1986.  Measured  by  employment,  our  region  managed  to  avoid  recession  but  not 
sluggish  recovery.  After  the  U.S.  recovery  began  in  April  1991,  District  employment 
growth  weakened,  and  unemployment  began  to  rise  (Chart  2).  Our  employment 
growth  slowed  to  well  below  its  trend,  and  our  unemployment  rates  increased  to  na- 
tional levels,  especially  in  areas  vulnerable  to  defense  cuts.  Even  with  these  weak- 
nesses, however,  employment  in  the  three  states  has  grown  by  194,000  since  the 
trough  in  the  national  economy. 

The  relative  strength  of  our  economy  derives,  in  part,  from  trade  with  Mexico.  Ex- 
ports from  Texas  to  Mexico  rose  16.5  percent  in  1991  and  jumped  another  22  per- 
cent in  1992.  Exports  in  1992  amounted  to  $19  billion,  which  represented  4.7  per- 
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cent  of  gross  state  product.  District  industries  benefiting  most  from  increased  Mexi- 
can trade  include  chemicals,  food  and  kindred  products,  transportation  equipment, 
electric  and  electronic  equipment,  furniture  and  fixtures,  and  apparel. 

Our  border  cities  have  shown  the  strongest  growth,  both  in  terms  of  manufactur- 
ing employment  and  in  retail  sales.  Geographically,  San  Antonio  and  Austin  are 
doing  better  than  Houston  and  Dallas-Fort  Worth.  Fort  Worth  has  been  hardest  hit 
by  defense  cuts,  while  Houston  has  felt  the  brunt  of  energy  cutbacks. 

Restructuring  away  from  energy  continues  to  make  our  economic  profile  more  like 
the  nation's,  but  that  restructuring,  like  similar  adjustments  across  the  nation,  con- 
tinues to  exact  a  human  toll.  Within  our  District,  the  performance  of  New  Mexico 
is  similar  to  that  of  Texas,  while  that  of  Louisiana  has  been  somewhat  weaker. 

Except  for  commercial  real  estate,  construction  has  been  a  recent  source  of 
strength  and  jobs  in  our  region.  Residential  permits  last  year  were  the  highest  since 
1986,  the  year  of  the  oil  bust.  Office  vacancy  rates,  however,  have  not  recovered 
much.  One  lesson  from  our  District  is  that  the  overhang  of  commercial  real  estate 
lasts  a  long  time. 

The  financial  condition  of  our  banks  has  improved  over  the  past  two  years,  and 
bank  lending  has  stabilized  for  the  first  time  since  1985.  Nonetheless,  the  credit 
crunch  has  been  very  real  in  the  Southwest.  While  it  has  eased  somewhat  during 
the  past  year,  the  credit  crunch  continues  to  impede  job  growth  in  small-  and  me- 
dium-size businesses  that  rely  on  banks  for  credit. 

A  Stronger  Growth  Trend 

With  most  sectors  of  the  Eleventh  District's  economy  outperforming  their  national 
counterparts,  a  stronger  long-term  growth  trend  may  be  the  principal  factor  contrib- 
uting to  employment  growing  faster  in  the  Eleventh  District  than  in  the  nation  dur- 
ing the  recovery.  Since  1970,  the  trend  rate  of  growth  in  Eleventh  District  employ- 
ment has  been  2.9  percent  annually,  while  the  trend  rate  of  growth  in  U.S.  employ- 
ment has  been  2.1  percent  annually.  Since  the  trough  in  March  1991,  employment 
gains  in  both  the  Eleventh  District  and  the  United  States  have  been  about  equally 
below  their  long-term  trends  (Chart  3).  In  the  Eleventh  District,  employment  has 
grown  at  a  0.9-percept  annual  rate  since  March  1991,  while  U.S.  employment  has 
grown  at  a  0.3-percent  annual  rate. 

A  number  of  factors  contribute  to  the  Eleventh  District's  stronger  growth  trend. 
First,  the  state  and  local  fiscal  policies  in  the  Eleventh  District  have  struck  a  favor- 
able balance  between  the  provision  of  government  services  and  the  taxes  required 
to  finance  them.  Second,  political  and  social  factors  in  the  Eleventh  District  states 
are  generally  favorable  to  economic  growth.  Third,  the  populations  of  New  Mexico 
and  Texas  are  younger  than  the  U.S.  average. 

A  Growing  Similarity  to  the  National  Economy 

The  changing  composition  of  the  Eleventh  District  economy  has  made  it  more  like 
the  rest  of  the  United  States.  In  1982,  the  Eleventh  District  had  a  more  prominent 
energy  sector  and  less  prominent  service  and  manufacturing  sectors.  Since  that 
year,  the  Eleventh  District's  energy  sector  has  contracted,  its  service  sector  has 
grown  in  importance,  and  its  manufacturing  sector  has  declined  less  than  the  na- 
tion's manufacturing  sector. 

Late  in  the  U.S.  recession,  the  Eleventh  District  economy  showed  the  effects  of 
its  growing  similarity  to  the  U.S.  economy.  The  influence  of  the  national  recession 
on  the  Eleventh  District  economy  was  most  evident  during  the  first  two  quarters 
of  1991.  The  national  economy  experienced  its  sharpest  contractions  from  November 
1990  through  March  1991. 

During  the  recovery,  the  performance  of  the  Eleventh  District  economy  has  re- 
mained similar  to  that  of  the  nation's.  Since  March  1991,  Eleventh  District  employ- 
ment has  grown  at  an  annual  rate  2  percentage  points  below  its  long-term  trend 
rate  of  growth,  while  U.S.  employment  nas  grown  at  an  annual  rate  1.8  percentage 
points  below  its  long-term  trend  rate  of  growth. 

Business  Restructuring 

As  in  much  of  the  nation,  one  source  of  weakness  in  the  growth  of  Eleventh  Dis- 
trict employment  has  been  continued  structural  change  in  the  service  sector.  While 
the  service  sector  has  continued  to  add  jobs,  the  rate  of  growth  has  declined  sharply 
over  the  past  several  years.  The  employment  weakness  stems  from  both  techno- 
logical change  and  increases  in  the  costs  of  nonwage  benefits.  For  example,  the  de- 
mand for  accounting  services  has  declined  as  many  small  businesses  have  acquired 
software  that  allows  them  to  keep  their  own  books.  Many  firms  have  also  com- 
mented to  us  that  the  mandated  nonwage  costs  of  hiring  an  employee  have  risen 
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Reduced  Defense  Spending 

As  is  the  case  for  many  areas  of  the  country,  one  source  of  weakness  in  the  Elev- 
enth District  economy  has  been  cuts  in  defense  spending.  Overall,  the  Eleventh  Dis- 
trict is  about  as  sensitive  to  cuts  in  defense  spending  as  is  the  national  average 
(Chart  4).  Two  metropolitan  areas  in  the  region,  Fort  Worth  in  particular  and  Dal- 
las to  a  lesser  extent,  are  more  sensitive  than  the  national  average  (Chart  5).  None- 
theless, the  Eleventh  District  remains  vulnerable  to  defense  cuts  aimed  at  specific, 
locally  produced  weapons  systems. 

Reduced  U.S.  spending  on  the  A- 12  attack  plane,  B-2  bomber,  F-16  fighter  and 
V-22  Osprey,  and  other  defense  contracts  has  rocked  manufacturers  in  the  Eleventh 
District,  particularly  those  in  the  Dallas-Fort  Worth  area.  Since  late  1990,  employ- 
ment at  General  Dynamics'  Fort  Worth  facility  has  been  reduced  by  more  than 
11,000  workers.  Just  last  year,  Bell  Helicopter,  Vought  Aircraft,  and  Texas  Instru- 
ments laid  off  a  total  of  9,400  workers  in  the  Dallas-Fort  Worth  area  who  previously 
were  working  on  defense  contracts.  Other  defense  contractors  in  the  area  also  have 
made  cuts.  Multiplier  effects  will  contribute  to  further  job  losses  in  the  Dallas-Fort 
Worth  area. 

The  Eleventh  District  overall  has  been  a  net  beneficiary  of  the  base  realignment 
process  thus  far.  While  bases  in  Austin  (Bergstrom  AFB),  Fort  Worth  (Carswell 
AFB),  and  Beeville  (Chase  Field  Naval  Air  Station)  are  in  the  process  of  closing  and 
the  2nd  Armored  Division  at  Fort  Hood  (near  Killeen,  Texas)  has  been  deactivated, 
the  District  has  gained  military  jobs  because  33,000  military  personnel  are  being 
transferred  to  Fort  Hood.  Additionally,  civilian  uses  have  been  found  for  some  of  the 
closed  bases.  A  new  round  of  base-closing  decisions  begins  this  month,  however,  and 
the  story  could  change  dramatically. 

Oil  and  Gas 

Declines  in  the  oil  and  gas  industry  have  been  another  source  of  regional  weak- 
ness. In  the  Eleventh  District,  the  concentration  of  employment  in  oil  and  gas  ex- 
traction is  seven  times  the  national  average.  While  the  boom  days  of  J.R.  Ewing 
have  long  left  the  oil  patch,  oil  and  gas  extraction  is  still  a  $40  billion  industry  in 
the  Eleventh  District  (7.8  percent  of  the  value  of  output)  and  the  industry's  vola- 
tility still  has  considerable  effects  on  the  region's  economy. 

Before  February  1991,  higher  oil  prices  brought  about  by  the  Persian  Gulf  War 
encouraged  a  modest  expansion  of  the  nation's  oil  and  gas  industry.  As  an  energy- 
exporting  region,  the  Eleventh  District  benefited  from  higher  energy  prices,  while 
much  of  the  nation  suffered. 

After  February  1991,  lower  oil  prices  and  extremely  low  wellhead  prices  for  natu- 
ral gas  brought  a  sharp  contraction  to  the  oil  and  gas  extraction  industry,  which 
was  exacerbated  by  a  long-term  shift  of  exploration  and  development  activity  over- 
seas. The  Baker  Hughes  rig  count  fell  to  a  52-year  low  in  April  1992.  The  fall  re- 
sulted in  major  employment  reductions  by  oil  companies  doing  business  in  the  Elev- 
enth District,  such  as  ARCO,  Chevron,  Mobil,  Marathon,  Phillips,  and  Shell.  Over 
the  past  two  years,  layoffs  in  the  energy  industry  directly  accounted  for  the  loss  of 
32,000  jobs  in  the  Eleventh  District  (Chart  6).  Longer  term,  the  District  has  lost 
in  excess  of  200,000  jobs  in  oil  and  gas — more  than  50  percent  of  its  peak  employ- 
ment. Both  in  absolute  numbers  and  in  percentage  terms,  the  District's  job  losses 
in  energy  exceed  those  of  the  auto  industry  nationally. 

Real  Estate  and  Construction 

In  the  past  few  years,  the  growth  of  construction  has  been  a  source  of  strength 
for  the  Eleventh  District  economy.  While  construction  jobs  have  declined  by  196,000 
nationally  since  March  1991,  they  have  increased  slightly  in  the  District.  Although 
most  major  office  markets  in  the  District  remain  overbuilt,  residential  construction 
has  shown  marked  improvement.  Permits  issued  for  residential  construction  in  1992 
were  the  highest  since  1986,  the  year  in  which  the  construction  sector  began  its 
massive  decline. 

Differences  between  Eleventh  District  construction  and  real  estate  and  the  cor- 
responding national  averages  owe  primarily  to  timing.  The  Eleventh  District's  real 
estate  market  collapsed  in  1986,  the  year  in  which  oil  prices  plummeted  and  the 
region's  economy  fell  into  recession.  By  the  time  national  real  estate  property  values 
tumbled  in  1990  and  1991,  property  values  were  stabilizing  in  the  Eleventh  District. 

During  the  Eleventh  District's  recession,  construction  employment — which  had 
been  stimulated  during  the  early  1980s  by  tax  advantages,  a  booming  regional  econ- 
omy, and  speculative  excesses — fell  almost  30  percent  from  its  peak  in  1984  to  its 
trough  in  early  1989  (Chart  7).  Eleventh  District  construction  then  began  to  rise, 
spurred  by  rising  occupancy  rates  and  stabilizing  property  values. 
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More  recently,  rising  home  values,  lean  home  inventories,  and  low  mortgage  rates 
made  1992  the  biggest  year  for  residential  construction  in  the  Eleventh  District 
since  1986.  Weakness  in  office  markets  kept  the  growth  of  commercial  construction 
at  a  near  standstill.  Because  the  Eleventh  District  has  already  adjusted  to  the  low 
levels  of  commercial  construction  associated  with  weak  office  markets,  however,  the 
commercial  sector  is  not  the  drag  it  is  nationally. 

Banking 

The  Eleventh  District  banking  industry  is,  on  average,  now  healthier  than  its  na- 
tional counterpart.  In  the  Eleventh  District,  healthy  banks  hold  82  percent  of  total 
assets  (Chart  8)  versus  65  percent  nationwide.  Eleventh  District  banks  are  more 
profitable  and  generally  hold  lower  percentages  of  nonperforming  loans  than  their 
national  counterparts.  Eleventh  District  banks  show  a  lower  propensity  to  lend  than 
the  average  U.S.  bank,  however,  holding  only  45  percent  of  assets  as  loans  versus 
56  percent  for  all  banks  nationwide.  Lending  by  Eleventh  District  banks  has  not 
been  as  strong  as  the  banks'  capacity  to  lend  would  indicate,  although  recently, 
loans  held  at  District  banks  have  increased  marginally. 

Banking  institutions  in  our  region  have  been  through  very  tough  times.  From 
1982  through  1992,  a  total  of  565  banks  failed.  A  credit  crunch  and  concerns  about 
capital  constraints  on  lending  began  in  the  Dallas  District.  The  impact  of  the  credit 
crunch  on  small  businesses  was  long-lasting  and  severe.  The  dependence  of  small 
businesses  on  bank  credit  and  the  contraction  of  bank  loans  in  recent  years — partly 
as  the  unintended  consequence  of  stricter  regulatory  oversight,  increased  deposit  in- 
surance premiums,  and  higher  capital  standards — may  well  explain  some  of  the 
weak  employment  growth  we  have  seen  so  far  in  this  recovery. 

Banking  conditions  improved  slowly  as  insolvent  institutions  were  closed,  failing 
banks  were  resolved,  and  recapitalization  occurred.  While  many  factors  have  con- 
tributed to  the  credit  crunch,  it  is  clear  that  restoring  capital  to  healthy  levels  is 
a  necessary  condition  for  bank  lending  to  resume. 

Regional  Summary 

Many  of  the  same  factors  that  are  holding  back  employment  growth  in  the  nation 
during  this  recovery  have  had  a  similar  effect  in  the  Eleventh  District.  These  factors 
include  business  restructuring  and  reduced  defense  spending.  A  stronger  growth 
trend  in  the  Eleventh  District  than  in  the  nation  accounts  for  much  of  the  region's 
stronger  performance  in  creating  jobs.  For  now,  the  disadvantages  of  having  a  nigh- 
er  concentration  in  the  oil  and  gas  industry  than  the  national  average  are  being  par- 
tially offset  by  increasing  trade  with  Mexico  and  an  expanding  construction  sector. 

The  Eleventh  District's  banks  are  healthier  than  the  national  average,  but  they 
have  yet  to  become  a  factor  contributing  to  stronger  growth.  Having  sketched  recent 
events  in  my  region,  I  turn  to  the  national  economy  and  the  appropriateness  of  mon- 
etary policy. 

H.  RECENT  MONETARY  POLICY 

With  regard  to  monetary  policy,  I  believe  that  it  has  been  accommodative  over  the 
past  four  years.  Certainly,  by  conventional  measures,  monetary  policy  was  not  tight 
heading  into  the  third  quarter  of  1990,  when  the  Iraqi  invasion  triggered  a  reces- 
sion. The  federal  funds  rate  had  been  declining  for  15  months  and  was  down  more 
than  150  basis  points  from  its  March  1989  peak  (Chart  9).  In  mid-1990,  the  M2 
money  supply  was  growing  at  an  annual  rate  of  more  than  5  percent,  near  the  cen- 
ter of  its  3-percent  to  7-percent  target  range.  Nominal  aggregate  demand  was  grow- 
ing even  more  strongly,  at  an  annual  rate  of  more  than  6  percent.  The  interest  rate 
yield  curve  had  been  positively  sloped  for  six  months,  ana  both  the  Commerce  De- 
partment and  NBER  indexes  of  leading  indicators  were  signaling  continued  eco- 
nomic expansion.  Indeed,  contemporaneous  real-time  data  did  not  clearly  signal  that 
a  recession  had  begun  until  the  fourth  quarter  of  1990,  at  which  point  the  Federal 
Reserve  promptly  initiated  a  new  sequence  of  easing  moves.  In  consequence,  short- 
term  interest  rates  declined  an  additional  100  basis  points  by  the  end  of  1990,  and 
monetary  base  growth  surged  to  double-digit  rates. 

Table  1  helps  put  recent  monetary  policy  actions  of  the  Federal  Reserve  in  histori- 
cal perspective.  In  doing  so,  the  table  reveals  that  the  oft-heard  charge  that  the 
Fed  s  actions  were  "too  little,  too  late"  is  not  supported  by  the  evidence.  We  cut  the 
federal  funds  rate  much  more  (17  percent)  before  the  July  1990  business-cycle  peak 
than  before  any  of  the  five  previous  business-cycle  peaks.  Despite  a  pause  in  inter- 
est rate  cuts  during  early  1990,  the  decline  in  the  federal  funds  rate  from  April  1989 
(when  it  began  its  descent)  until  March  1991  (at  the  business-cycle  trough)  comes 
very  close  to  the  average  percentage  decline  in  the  federal  funds  rate  over  com- 
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parable  periods  during  other  recent  business  cycles.  The  decline  in  long-term  inter- 
est rates  that  accompanied  the  March  1989-March  1991  easing  moves  was  also  well 
within  the  range  of  past  experience. 


Table  1.     Interest  Rate  Declines  During  Past  Recessions 
Percent  Change  from  Fed  Funds  Rate  Peak  to 


Recession 

Fed 
funds 

Ten-year 
bond 

Fed 
funds 

Ten-year 
bond 

Fed 
funds 

Ten-year 
bond 

1960 

-2 

-9 

-36 

-20 

-71 

-17 

1969 

-2 

14 

-39 

2 

-60 

-15 

1973 

-7 

-5 

-49 

9 

-52 

14 

1980 

0 

0 

-35 

-5 

-35 

-5 

1981 

0 

6 

-52 

-22 

-55 

-20 

Average  of 
Five  Prior 
Recessions 

-2 

1 

-42 

-7 

-55 

-9 

1990* 

-17 

-9 

-38 

-13 

-70 

-29 

•For  the  most  recent  recession,   the  fed  fund! 
July  1990:   the  business-cycle  trough  was  in 
January  1993. 

i   rate  peakec 
March   1991: 

1  In 
and 

April    1989: 
the  data  for 

the  business-cycle  peak  was   in 
the  funds  rate  trough  are  for 

The  total  decline  in  the  federal  funds  rate  and  the  ten-year  Treasury  bond  rate 
over  this  business  cycle  has  now  reached  70  percent  and  29  percent,  respectively, 
compared  with  average  total  declines  of  55  percent  and  9  percent  over  the  other  five 
most  recent  cycles.  Monetary  policy  was  expansionary  throughout  the  recession. 

Late  in  1990,  as  soon  as  it  became  apparent  that  the  Gulf  War,  a  spike  in  oil  and 
gasoline  prices,  and  a  sharp  drop  in  consumer  confidence  were  dragging  the  econ- 
omy down,  the  Federal  Reserve  took  prompt  action  to  maintain  spending  growth. 
Unfortunately,  the  lags  between  cuts  in  the  federal  funds  rate  and  the  economy's 
response  are  such  that  our  actions  were  insufficient  to  prevent  the  economy  from 
slipping  into  a  recession. 

The  Shifting  Composition  of  Money 

In  response  to  cuts  in  short-term  interest  rates,  growth  in  narrow  measures  of 
money  has  accelerated  markedly  over  the  past  four  years.  Growth  in  the  M2  mone- 
tary aggregate,  in  contrast,  has  slowed  (Table  2). 

It  is  not  surprising  that  growth  in  the  narrow  monetary  aggregates  sped  up  rel- 
ative to  growth  in  broader  measures  of  money.  As  short-term  interest  rates  decline, 
the  opportunity  cost  of  holding  funds  in  checking  accounts  or  even  in  cash  declines. 
The  growth  rate  of  narrow  monetary  aggregates  then  accelerates.  Because  banks  are 
required  to  hold  reserves  against  Ml  deposits  but  not  against  M2  deposits  that  are 
not  part  of  Ml,  the  impact  of  lower  interest  rates  on  the  growth  rates  of  reserves 
and  the  monetary  base  can  be  particularly  striking. 
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Table  2.     Honetary  Growth  Rates 

(Percent  Change,  Q4  to  Q4) 

Year                Reserves  Monetary  Base  Ml  M2  V2 

1989  -0.5  4.0  0.6  4.8  1.2 

1990  2.2  9.4  4.3  4.0  0.1 

1991  8.7  8.2  8.0  2.8  0.7 

1992  20.2  10.5  14.3  2.0  3.7 


The  mystery  in  Table  2  is  the  magnitude  of  the  absolute  slowing  of  M2  growth. 
Historically,  the  velocity  of  M2  has  moved  very  closely  with  short-term  interest 
rates.  However,  this  relationship  began  to  deteriorate  in  1990.  The  velocity  of  M2 
has  been  substantially  higher  than  expected,  given  recent  declines  in  short-term  in- 
terest rates.  Indeed,  the  shortfalls  in  M2  and  M3  growth  from  the  midpoints  of  their 
ranges  were  more  than  offset  by  the  increase  in  their  velocities.  In  other  words,  hit- 
ting the  midpoint  of  the  target  ranges  with  no  change  in  velocity  would  have  re- 
sulted in  slower  growth  in  spending  and  income  than  actually  occurred. 

The  close  historical  relationship  between  interest  rates,  M2  growth,  and  nominal 
gross  domestic  product  (GDP)  growth,  to  some  extent,  is  a  product  of  hindsight. 
Prior  to  1980,  M2  as  we  now  know  it  did  not  exist.  In  1980,  the  Federal  Reserve 
redefined  M2  to  include  money  products  that  were  not  previously  included  in  pub- 
lished money  numbers.  Most  notable  among  these  were  money  market  mutual 
funds,  which  if  they  had  remained  excluded  from  M2,  would  have  lowered  M2 
growth  by  2  to  4  percentage  points  during  the  quarters  just  before  M2*s  redefinition. 
If  M2  had  not  been  redefined,  the  historical  M2-GDP  relationship  would  have  ap- 
peared much  looser. 

Just  as  households  in  the  late  1970s  shifted  their  money  out  of  traditional  bank 
deposits  into  money  market  mutual  funds,  households  today  are  shifting  out  of  M2 
deposits  at  banks  and  thrifts  and  into  higher-yielding  bond  and  equity  mutual 
funds.  Mutual  fund  asset  management  accounts,  such  as  those  offered  by  Merrill 
Lynch  or  Charles  Schwab,  enable  households  readily  to  transfer  assets  from  bond 
and  stock  funds  to  checkable  money  market  funds  when  needed.  While  stock  funds 
carry  much  investment  risk,  bond  funds — particularly  bond  funds  investing  in  gov- 
ernment and  high-rated  corporate  bonds — are  quite  substitutable  for  M2  deposits 
and  have  grown  very  rapidly  the  past  two  years  (Chart  10). 

Research  at  the  Dallas  Fed  indicates  that  redefining  M2  to  include  bond  funds 
held  outside  IRA  and  Keogh  accounts  by  households  would  result  in  a  monetary  ag- 
gregate more  closely  related  to  its  opportunity  cost  (that  is,  competitive  interest 
rates)  and  nominal  GDP  than  is  M2  as  currently  defined.  Indeed,  such  an  expanded 
aggregate  has  grown  about  2  percentage  points  faster  than  M2  in  recent  years — 
very  much  in  line  with  recent  growth  in,  nominal  GDP.  Furthermore,  the  expanded 
aggregate  has  stayed  near  the  middle  of  the  growth  cones  implied  by  the  Federal 
Reserve's  M2  target  growth  ranges  (Chart  11).  This  research  suggests,  then,  that 
current  monetary  policy  is  appropriately  expansionary. 

For  some  time  now,  I  have  been  warning  that,  in  today's  financial  environment, 
disintermediation  from  the  banking  system  is  as  likely  to  be  caused  by  low  short- 
term  interest  rates  as  by  high  short-term  interest  rates.  In  the  past,  a  steepening 
of  the  yield  curve  brought  about  by  a  decline  in  short-term  interest  rates  stimulated 
the  growth  of  bank  deposits — as  bank  deposit  rates,  tied  to  interest  rates  on  rel- 
atively long-term  loans,  tended  not  to  fall  as  much  as  the  rates  on  short-term  mar- 
ketable securities.  Over  the  past  2V2  years,  however,  households  have  responded  to 
lower  deposit  rates  and  a  steepening  yield  curve  not  by  shifting  away  from  short- 
term  securities  into  bank  deposits  but  by  shifting  away  from  short-term  securities 
and  deposits  into  bond  market  mutual  funds  and  other  investment  vehicles,  as  well 
as  by  reducing  consumer  debt.  These  effects  have  been  so  strong  that  it  is  possible 
that  further  cuts  in  short-term  interest  rates  would  actually  shrink  the  M2  money 
supply  as  that  supply  is  currently  measured. 


207 

Factors  Contributing  to  the  Sluggishness  of  the  Recovery 

Output  growth  during  1992  now  appears  to  have  been  stronger  than  had  been  an- 
ticipated, GDP  having  increased  at  better  than  3  percent.  Growth  during  the  second 
half  of  the  year,  at  more  than  4  percent,  was  particulary  strong.  Continued  healthy 
output  growth  would  be  welcomed,  particularly  if  accompanied  by  a  more  rapid  ex- 
pansion of  employment.  Unfortunately,  as  some  members  of  this  committee  have 
noted,  we  have  been  in  an  output  recovery  but  a  jobs  recession.  My  colleagues  and 
within  the  Federal  Reserve  System  share  your  concern  with  this  problem.  Recent 
declines  in  initial  claims  for  unemployment  insurance  and  the  lengthening  average 
workweek  provide  reason  to  hope  that  employment  growth  will  accelerate  soon  and 
the  unemployment  rate  will  continue  to  fall. 

The  recovery  was  so  slow  to  gain  momentum  in  part  because  of  the  unusual  com- 
position of  the  declines  in  output  and  employment  during  this  past  recession.  The 
overall  percentage  decreases  in  output  and  employment  during  the  1990  recession 
roughly  match  the  average  declines  observed  during  other  post-World  War  II  reces- 
sions. For  the  industrial  sector,  however,  the  1990  recession  was  the  mildest  down- 
turn in  over  100  years.  (Rapid  growth  in  U.S.  exports,  particularly  to  Latin  America, 
played  an  important  role  in  moderating  the  downturn  in  manufacturing.)  Research 
at  the  Federal  Reserve  Bank  of  Dallas  suggests  that  mild  downturns  in  industrial 
output  are  followed  by  weak  recoveries.  The  weak  growth  in  output  and  employment 
that  we  observed  in  the  industrial  sector  during  1991  and  the  first  half  of  1992  is 
consistent  with  these  findings. 

We  in  the  Eleventh  Federal  Reserve  District  know,  firsthand,  what  it  can  mean 
to  a  region  to  have  one  of  its  principal  industries  experience  hard  times.  For  us,  the 
industry  was  oil.  Today,  for  many,  states,  especially  on  the  East  and  West  Coasts, 
the  industry  is  defense.  Over  the  long  term,  lower  defense  spending,  like  lower  oil 
prices,  will  be  good  for  the  nation.  Over  the  near  term,  however,  defense-spending 
cuts  can  be  expected  to  cause  the  economies  of  some  states  to  shrink  while  acting 
as  a  drag  on  growth  in  the  nation  as  a  whole.  Chart  12  illustrates  how  states  that 
are  most  dependent  on  federal  defense  purchases  have  tended  also  to  be  the  states 
that  experienced  the  largest  employment  declines  from  July  1990,  when  the  econ- 
omy peaked,  through  January  1992,  when  aggregate  employment  reached  bottom. 

Finally,  I  would  nke  to  offer  an  observation  on  the  federal  budget  deficit.  Regard- 
less of  what  one  thinks  of  the  specifics  of  the  President's  budget  proposals,  the 
President  is  to  be  commended  for  acknowledging  that  the  deficitproblem  is  real  and 
initiating  a  serious  debate  over  the  best  way  to  deal  with  it.  The  debate  will  nec- 
essarily be  highly  political  as  the  country  decides  how  to  structure  the  deficit  reduc- 
tion package  Detween  spending  cuts  and  tax  increases.  As  Chairman  Greenspan 
stated  in  his  recent  Humphrey -Hawkins  testimony  before  this  committee,  how  the 
deficit  is  reduced  is  important,  but  that  it  be  done  is  crucial. 

It  would  not  be  appropriate  for  monetary  policymakers  to  get  drawn  into  this  po- 
litical debate.  I  am  sure  I  speak  for  my  colleagues  as  well  as  myself  when  I  say 
that  whatever  the  ultimate  fiscal  outcome,  we  will  do  our  best  to  support  it  with 
a  monetary  policy  that  is  in  the  broad  national  interest.  As  far  as  I  am  concerned, 
the  goals  ot  the  Humphrey-Hawkins  law  are  our  goals:  "To  maintain  long-run 
growth  of  the  monetary  and  credit  aggregates  commensurate  with  the  economy's 
long-run  potential  to  increase  production,  so  as  to  promote  effectively  the  goals  of 
maximum  employment,  stable  prices,  and  moderate,  long-term  interest  rates. 
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TESTIMONY  BY  RICHARD  F.  SYRON 
President,  Federal  Reserve  Bank  of  Boston 

Thank  you,  Mr.  Chairman  and  distinguished  members  of  the  Committee,  for  this 
opportunity  to  discuss  economic  conditions  in  the  First  Federal  Reserve  District  and 
to  share  my  views  on  monetary  policy.  I  believe  the  two  issues  are  integrally  relat- 
ed. The  regional  experience  offers  lessons  that  are  critical  to  an  understanding  of 
the  national  economy  and  to  the  formulation  of  sound  monetary  policy.  In  turn,  the 
single  most  important  factor  affecting  any  region  is  the  behavior  of  the  national 
economy. 

The  First  District  consists  of  the  six  New  England  states,  Maine,  Massachusetts, 
New  Hampshire,  Rhode  Island,  Vermont,  and  Connecticut  with  the  exception  of 
Fairfield  County,  which  falls  in  the  Second  District. 

New  England  is  very  much  an  economic  region  and  sees  itself  as  such.  The  six 
states  share  such  advantages  as  a  high  level  of  education  and  such  disadvantages 
as  high  energy  costs,  and  over  the  years  their  fortunes  have  moved  together.  One 
consequence  of  the  almost  complete  overlap  of  the  boundaries  of  the  First  District 
and  New  England  is  that  over  the  years,  the  Federal  Reserve  Bank  of  Boston  has 
been  highly  involved  in  economic  developments  in  the  region.  This  interest  in  New 
England  also  derives  from  the  severe  bouts  of  economic  distress  that  the  District 
has  undergone  periodically.  Indeed,  the  Boston  Fed's  approach  to  analyzing  national 
economic  developments  may  well  have  been  influenced  by  the  region's  historic  dif- 
ficulties. In  addition  to  national  and  international  financial  developments,  we  tend 
to  focus  somewhat  heavily  on  the  "real"  sector  of  the  economy  and  what  is  happen- 
ing to  employment,  output  and  income  growth.  In  my  view,  the  different  analytical 
frameworks  used  by  Reserve  Banks  and  the  Board  of  Governors  enrich  the  economic 
policy  determination  process. 

The  present  time  is  a  period  of  severe  economic  distress  for  New  England.  The 
job  losses  suffered  by  the  region  in  the  late  1980s  and  early  1990s  have  dwarfed 
those  in  all  previous  recessions  since  the  end  of  World  War  II.  From  early  1989  to 
the  present,  nonfarm  payroll  employment  in  New  England  has  fallen  12  percent 
(Chart  1).  The  nation,  in  contrast,  experienced  a  drop  in  employment  of  2  percent 
between  the  peak  in  the  summer  of  1990  and  early  1992.  While  the  national  job 
loss  is  serious,  it  has  been  more  severe  in  New  England. 

These  difficulties  are  attributable  primarily  to  a  combination  of  factors:  a  real  es- 
tate collapse  and  the  resulting  stress  on  lending  institutions,  increased  competition 
and  restructuring  in  high  technology  industries,  and  cutbacks  in  defense  spending. 
In  each  case  New  England's  problems  are  especially  acute;  but  they  are  part  of 
broader  developments  and  carry  lessons  for  the  nation  as  a  whole.  In  particular, 
New  England's  experience  demonstrates  how  industrial  restructuring  can  aggravate 
cyclical  downturns  and  it  highlights  the  dangers  of  real  estate  booms  and  busts. 

High  Tech  and  Defense 

New  England's  current  problems  have  their  origins  in  events  of  the  early  and  mid 
1980s.  After  suffering  more  than  most  parts  of  the  country  in  the  1975  recession, 
New  England  began  regaining  ground  in  the  late  1970s,  as  computers  and  other 
high  technology  industries  that  were  more  important  in  the  region  than  nationally 
enjoyed  increasingly  vigorous  demand  for  their  products.  New  England  also  accounts 
for  a  disproportionate  share  of  the  nation's  defense  procurement  and  thus,  benefited 
from  the  Carter-Reagan  defense  buildup. 

In  large  part  because  of  the  strength  of  its  high  technology  industries,  the  region 
fared  much  better  than  most  of  the  country  in  the  recessions  of  1980  and  1981-82. 
High  tech  continued  to  fare  well  during  the  early  recovery  as  both  civilian  and  de- 
fense demand  rose.  Then  in  1985  the  high  technology  engine  began  to  sputter.  Nu- 
merous layoffs  occurred  at  computer  and  electronics  firms  in  1985  and  1986. 

At  first,  this  seemed  an  aberration.  The  vigor  the  industry  had  displayed  over  the 
previous  10  years  made  a  quick  return  to  prosperity  seem  likely.  But  the  layoffs  con- 
tinued. And  still  continue.  Meanwhile,  more  traditional  manufacturing  industries, 
which  have  been  in  a  competitive  struggle  in  New  England  for  most  of  this  century, 
were  also  cutting  payrolls.  The  combination  of  job  losses  in  high  tech  and  steady 
erosion  of  the  traditional  industrial  base  has  caused  manufacturing  employment  in 
New  England  to  fall  almost  30  percent  from  its  peak  in  1984. 

Even  with  the  wisdom  of  hindsight,  no  completely  satisfactory  explanation  for  this 
abrupt  reversal  emerges.  To  some  degree,  the  region  was  a  victim  of  its  earlier  suc- 
cess. During  most  of  the  1980s,  wages  rose  more  rapidly  in  New  England  than  the 
nation,  increasing  the  cost  of  doing  business  in  the  region.  Defense  cutbacks  have 
been  a  drag  in  recent  years.  In  addition,  the  computer  industry  has  matured  and 
the  large  New  England  firms  were  concentrated  in  products  and  followed  strategies 
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that  were  no  longer  on  the  cutting  edge.  The  persistent  layoffs  in  these  areas  have 
overwhelmed  the  new  jobs  created  in  biotech  and  software  and  other  regional 
growth  sectors. 

While  the  problems  created  by  the  maturing  of  the  computer  industry  and  the  cut- 
backs in  defense  are  especially  severe  in  New  England,  they  are  manifestations  of 
the  restructuring  and  downsizing  of  major  corporations  that  are  occurring  nation- 
wide. Structural  job  losses  are  aggravating  cyclical  cutbacks.  Nationwide,  the  frac- 
tion of  job  losers  who  were  on  temporary  layoff  in  1992  was  smaller  and  the  propor- 
tion who  were  permanent  layoffs  was  correspondingly  larger  than  they  have  been 
in  25  years  (Chart  2). 

Eventually,  this  aggressive  cost-cutting  may  produce  more  competitive  firms, 
higher  productivity  and  a  stronger  economy.  Certainly,  the  conversion  from  military 
to  civilian  production  should  ultimately  lead  to  higher  standards  of  living.  But  the 
transition  is  very  painful.  New  England's  experience  highlights  the  drag  that  such 
long-term  structural  changes  can  exert  on  the  economy  and  shows  how  they  may 
stretch  out  and  deepen  a  cyclical  downturn. 

Real  Estate  and  Banking 

Despite  the  seriousness  of  the  difficulties  faced  by  New  England's  high  tech  indus- 
tries, overall  employment  growth  in  the  region  remained  strong  until  the  late  1980s. 
Labor  shortages,  not  layoffs,  were  the  focus  of  concern  from  1984  to  1988,  as  unem- 
ployment rates  in  some  years  dipped  towards  3  percent. 

The  cutbacks  in  manufacturing  were  masked  by  vigorous  growth  in  construction 
and  related  financial  and  other  services  industries.  The  region's  strong  performance 
in  the  early  1980s,  following  a  period  in  which  construction  activity  was  low  and 
the  supply  of  housing  and  office  space  had  tightened,  sparked  a  construction  and 
real  estate  boom.  Real  house  prices  in  the  Boston  area  more  than  doubled  between 
1982  and  1987;  prices  in  other  New  England  cities  rose  just  as  fast.  On  the  commer- 
cial side,  office  vacancy  rates  plummeted  and  rents  soared. 

Construction  Responded 

Construction  employment  in  New  England  increased  by  70  percent  between  1982 
and  1987.  Growth  was  also  very  strong  in  such  related  industries  as  real  estate  and 
architectural  and  engineering  services.  Retail  activity  received  a  boost,  as  rising 
home  prices  made  New  England  homeowners  wealthier,  encouraging  them  to  spend 
more.  And  the  banking  industry  flourished — for  a  time — as  it  pursued  the  opportu- 
nities created  by  the  real  estate  boom. 

Commercial  banks  and  thrift  institutions  in  New  England  found  the  investment 
opportunities  generated  by  the  real  estate  boom  irresistible.  Commercial  bank  as- 
sets in  New  England  almost  doubled  in  the  second  half  of  the  1980s,  largely  on  the 
basis  of  increased  real  estate  lending.  Between  1984  and  1989  the  share  of  New 
England  commercial  bank  assets  in  the  form  of  loans  backed  by  real  estate  rose  al- 
most doubled,  from  17  percent  to  32  percent  (Chart  3).  While  the  real  estate  share 
of  commercial  bank  assets  in  the  country  as  a  whole  rose  less,  it  still  increased  very 
significantly,  from  15  to  23  percent.  Lenders'  willingness  to  fund  real  estate  projects 
was  further  fuel  for  the  real  estate  boom. 

The  boom  came  to  an  end  as  housing  prices  became  less  and  less  affordable  and 
as  more  and  more  homeowners  and  investors  began  to  think  that  values  were  ap- 
proaching their  peak.  The  Tax  Reform  Act  of  1986  reduced  the  attractiveness  of 
rental  properties  to  individual  investors,  and  the  difficulties  facing  high  technology 
industries  removed  a  major  source  of  demand  for  R&D  and  light  industrial  space 
in  suburban  areas. 

Once  the  boom  ended,  it  turned  to  bust  almost  overnight.  Much  of  the  New  Eng- 
land economy  had  come  to  depend  upon  the  construction  and  real  estate  boom.  Law- 
yers, accountants,  and  insurers,  as  well  as  bankers,  real  estate  agents,  and  con- 
struction workers,  had  prospered  as  real  estate  values  rose  and  construction  activity 
expanded.  Thus,  many  tenants  of  the  new  office  buildings,  patrons  of  the  retail  out- 
lets, and  new  home  buyers  worked  in  sectors  whose  fortunes  were  tied  to  real  estate 
and  construction.  As  the  cycle  turned  down,  these  sectors  contracted,  aggravating 
the  downward  pressure  on  real  estate  values.  New  England's  experience  m  this  re- 
gard provides  insights  into  what  can  happen  in  other  parts  of  the  country  and  even 
in  other  countries  where  real  estate  markets  are  weakening. 

Impact  on  Banks  and  their  Borrowers 

As  boom  turned  to  bust,  banks'  nonperforming  real  estate  assets  increased  rap- 
idly. Existing  provisions  for  loan  losses  proved  to  be  inadequate  and  additions  to 
these  reserves  caused  bank  capital  to  plummet.  At  their  peak  in  the  first  half  of 
1991,  nonperforming  assets  exceeded  commercial  banks'  total  equity  plus  loan  loss 
reserves. 
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Around  the  beginning  of  1990,  we  at  the  Federal  Reserve  Bank  of  Boston  began 
to  hear  reports  that  New  England  banks'  difficulties  with  their  real  estate  portfolios 
were  affecting  the  availability  of  credit  in  the  region.  Not  only  were  banks  unwilling 
to  lend  to  real  estate  projects,  but  they  were  also  reported  to  be  imposing  consider- 
ably more  stringent  standards  for  loans  that  were  not  linked  to  real  estate  or  for 
which  real  estate  only  provided  supplemental  collateral.  This  tightening  in  turn  ex- 
acerbated the  region's  economic  problems. 

Monetary  Policy 

I  would  like  to  finish  by  making  a  few  observations  about  the  Boston  Fed's  ap- 
proach to  monetary  policy  and  our  views  of  the  challenges  we  face.  As  I  have  noted 
previously,  although  financial  variables  such  as  interest  rates  and  stock  prices  con- 
tain valuable  information  about  the  economy,  the  Boston  Fed's  approach  tends  to 
focus  on  our  ultimate  objectives — real  growth  and  price  stability — and  how  these 
will  respond  to  policy  actions.  Because  monetary  policy  acts  with  a  lag,  our  approach 
is  forward-looking.  What  will  be  the  consequences  for  output  and  prices  a  year  from 
now  of  an  action  today? 

To  help  answer  this  question,  the  Boston  Fed  carefully  constructs  its  own  forecast 
and  monitors  those  of  other  respected  forecasters  to  determine  the  most  likely  eco- 
nomic outlook  and  the  risks  surrounding  that  outlook.  Over  the  years,  we  have  de- 
voted considerable  attention  to  analyzing  different  forecasting  techniques,  and  we 
favor  forecasts  that  combine  formal  structural  macroeconometric  models  with  the 
judgment  that  comes  from  experience.  Such  forecasts  have  the  advantage  of  making 
explicit  the  channels  through  which  policy  works,  as  well  as  the  ways  in  which  ac- 
tions could  go  awry. 

We  also  confer  with  private  sector  and  academic  economists  and  meet  frequently 
with  leaders  from  the  business,  government,  and  general  communities.  These  com- 
munications have  provided  valuable  signals  about  emerging  trends  in  the  economy, 
sometimes  in  advance  of  the  statistics. 

The  past  few  years  have  been  particularly  challenging  for  the  economy,  and  thus 
for  the  conduct  of  monetary  policy.  Structural  shifts  nave  been  a  significant  depres- 
sant. In  addition,  the  recent  recession  has  been  remarkably  uneven  in  its  geographic 
impact.  New  England,  and  to  a  lesser  extent  the  entire  Northeast  and  now  Califor- 
nia, have  suffered  extraordinary  job  losses,  while  other  parts  of  the  country  contin- 
ued to  grow  (Chart  4).  In  contrast,  the  1975  recession  was  felt  throughout  the  na- 
tion; and  even  in  the  1982  downturn,  which  was  much  more  severe  in  the  industrial 
heartland  than  along  the  coasts,  the  regional  experience  was  more  uniform  than  in 
the  present  period.  Unfortunately,  monetary  policy  is  not  a  precise  tool;  one  cannot 
administer  a  stimulus  to  one  part  of  the  country  without  affecting  the  whole. 

The  clear  objective  of  monetary  policy  is  to  maximize  the  long-term  real  income 
of  all  Americans.  Price  behavior  that  does  not  distort  the  decisionmaking  of  individ- 
uals or  firms  is  an  important  means  to  that  end.  My  own  view  is  that  monetary 
policy  has  been  broadly  successful  over  the  last  few  years,  particularly  when  viewed 
in  the  context  of  a  period  that  has  encompassed  a  variety  of  economic  challenges. 
After  a  period  of  fits  and  starts,  the  economy  seems  to  be  entering  a  somewhat  more 
promising  growth  path.  Importantly,  we  are  beginning  to  benefit  from  the  substan- 
tial increases  in  the  productivity  growth  that  the  United  States  lacked  for  so  long. 
The  inflation  situation  is  encouraging.  My  primary  concern  about  the  early  economic 
recovery  has  been  in  the  area  of  job  growth  and  unemployment. 

Until  most  recently,  the  pace  of  job  creation  has  been  quite  disappointing.  One 
month's  data  doesn't  make  an  economic  trend,  but  we  all  hope  that  last  month's  re- 
port signals  the  beginning  of  an  improvement  in  this  area.  Earlier,  slow  job  growth 
had  been  greatly  exacerbated  by  the  kinds  of  structural  problems  that  have  been 

Rarticularly  pronounced  in  New  England.  The  overload  of  commercial  real  estate 
as  acted  as  a  drag  on  the  economy  directly  and  has  also  impaired  the  ability  of 
many  banks  to  lend  as  aggressively  as  in  earlier  recessions,  thus  hampering  the 
growth  of  small  business.  Similarly,  while  the  conversion  from  military  to  civilian 
production  and  the  restructuring  of  many  companies  as  a  result  of  competitive  pres- 
sures should  ultimately  lead  to  higher  standards  of  living,  they  impose  real  pain  on 
the  workers  affected  in  the  process.  All  of  this  has  been  reflected  in  the  number  of 
workers  permanently  losing  their  jobs. 

My  own  fear  has  been  that  if  the  emerging  improvement  in  the  employment  mar- 
ket were  to  reverse,  income  growth  would  slow  and  consumers  would  have  to  re- 
trench, thereby  jeopardizing  the  recovery  itself. 

A  monetary  policy  that  promotes  the  maximum  sustainable  growth  of  the  econ- 
omy is  essential  to  promoting  continued  employment  growth.  However,  because  of 
the  structural  nature  of  much  of  the  problem,  monetary  policy  alone  will  not  be  an 
adequate  mechanism  for  dealing  with  all  of  our  employment  problems.  Macro  policy 
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will  probably  need  to  be  augmented  by  measures  that  will  aid  firms  and  workers 
affected  by  defense  conversion  and  by  restructuring  more  broadly.  Thus,  improving 
employment  prospects  may  be  the  major  challenge  for  all  economic  policy. 

Conclusion 

Mr.  Chairman,  in  conclusion,  and  at  the  risk  of  repeating  myself,  I  believe  that 
the  variety  of  economic  frameworks  used  by  the  Reserve  Banks  and  the  information 
brought  from  the  individual  Federal  Reserve  districts  make  a  valuable  contribution 
to  the  formulation  of  monetary  policy.  However,  monetary  policy  is  inherently  na- 
tional policy,  and  I  believe  it  is  very  useful  for  those  of  us  from  the  Reserve  Banks 
to  have  the  opportunity  to  appear  before  the  Banking  Committee  to  express  our 
views  and  to  answer  questions.  Thank  you  for  that  opportunity. 
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Definition  of  Census  Regions  in  Chart  4 


New  England 

Connecticut,  Maine,  Massachusetts,  New  Hampshire,  Rhode  Island, 
Vermont 

Middle  Atlantic 

New  Jersey,  New  York,  Pennsylvania 

South  Atlantic 

Delaware,  Florida,   Georgia,  Maryland,  North  Carolina, 
South  Carolina,  Virginia,  West  Virginia 

East  North  Central 

Illinois,  Indiana,  Michigan,  Ohio,  Wisconsin 

West  North  Central 

Iowa,  Kansas,  Minnesota,  Missouri,  Nebraska,  North  Dakota, 
South  Dakota 

East  South  Central 

Alabama,  Kentucky,  Mississippi,  Tennessee 

West  South  Central 

Arkansas,  Louisiana,  Oklahoma,  Texas 

Mountain 

Arizona,  Colorado,  Idaho,  Montana,  Nevada,  New  Mexico,  Utah, 
Wyoming 

Pacific 

Alaska,  California,  Hawaii,  Oregon,  Washington 
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TESTIMONY  BY  JERRY  L.  JORDAN 
President,  Federal  Reserve  Bank  of  Cleveland 

Mr.  Chairman  and  members  of  the  Committee,  I  appreciate  the  opportunity  to  ap- 

gear  before  you  this  morning  to  discuss  economic  developments  within  the  Fourth 
listrict  of  the  Federal  Reserve  System  and  to  offer  my  views  on  monetary  policy. 
I  find  that  approaching  the  issue  of  monetary  policy  from  the  perspective  of  eco- 
nomic conditions  within  our  region  is  particularly  informative.  I  make  this  state- 
ment for  two  reasons.  First,  the  extensive  restructuring  within  the  four  states  that 
comprise  the  Fourth  District — Ohio,  and  parts  of  Kentucky,  Pennsylvania,  and  West 
Virginia — provides  important  insights  into  the  experience  of  the  national  economy 
during  the  last  several  years.  Second,  the  gains  that  this  region  achieved  because 
of  these  adjustments  were  aided  to  a  large  extent  by  the  stable-price  policies  of  the 
Federal  Reserve  System  during  that  period.  As  I  will  discuss  in  my  testimony,  these 
issues  are  important  for  understanding  the  current  and  future  course  of  the  national 
economy. 

In  many  ways,  the  Fourth  Districts  performance  during  the  last  decade  fore- 
shadowed that  of  the  national  economy  during  the  last  several  years.  While  the  na- 
tional economy  saw  extraordinary  growth  since  1980,  the  Midwest  expansion  was 
much  more  subdued.  Employment  within  the  Fourth  District  states  grew  9  percent 
from  1980  through  1992.  During  the  same  period,  employment  in  the  national  econ- 
omy, driven  by  the  bicoastal  boom,  expanded  21  percent.  The  nationwide  increase 
was  sufficient  to  absorb  both  an  enormous  number  of  baby  boomers  reaching  work- 
ing age  and  the  steady  rise  in  women's  participation  in  the  work  force. 

While  much  of  the  rest  of  the  nation  expanded,  the  Midwest  was  forced  to  focus 
on  restructuring — a  process  that  had  been  under  way  for  some  time.  Although  re- 
structuring was  a  painful  experience  for  many  people,  businesses,  and  banks  in  the 
District,  it  was  necessary  to  restore  the  competitiveness  of  its  industries.  On  the 
negative  side,  in  1980-82,  we  saw  the  devastating  results  of  the  worst  recession  to 
hit  this  region  since  the  1930s:  basic  industries  scaling  back  or  shutting  down, 
whole  communities  cut  off  from  their  economic  mainstay,  workers  displaced  and  dis- 
couraged. On  the  positive  side  and  more  recently,  the  beneficial  results  of  this  ongo- 
ing process  have  become  more  evident  in  the  phoenix-like  rise  by  some  industries 
to  become  much  more  vibrant  and  competitive  forces  in  the  local,  national,  and 
international  economy.  Newspapers  and  magazine  articles  have  heralded  this  recent 
resurgence  as  the  renaissance  of  manufacturing.  The  Rust  Belt  has  indeed  begun 
to  regain  some  of  its  old  luster. 

Through  improvements  in  productivity  and  a  more  balanced  industrial  mix,  our 
region  is  now  poised  for  future  growth.  The  growth  will  be  uneven,  as  some  parts 
of  the  District  are  much  stronger  than  others.  Clearly,  restructuring  will  continue, 
both  within  the  Fourth  District  and  across  the  United  States.  But  I  have  no  doubts 
that  a  strong  foundation  is  in  place  for  a  healthy  and  sustainable  expansion  for  the 
foreseeable  future.  Our  relatively  buoyant  regional  economy  during  the  past  two 
years  and  our  increased  presence  in  foreign  markets  attest  to  the  gains  that  we 
have  made.  The  central  questions  will  be  about  the  pace  and  durability  of  the  ex- 
pansion, not  about  contraction. 

During  the  1980s,  the  Midwest  faced  a  host  of  market  imbalances,  not  unlike  the 
problems  that  confront  other  parts  of  the  country  today.  The  region  was  able  to 
work  through  these  problems,  not  because  of  government  action,  but  because  mar- 
ket forces  led  inefficient  industries  to  invest  in  new  technologies  or  simply  to  close 
down,  workers  to  invest  in  new  skills,  employees  and  management  to  seek  more 
flexible  and  innovative  relationships,  and  entrepreneurs  to  find  and  develop  promis- 
ing new  opportunities. 

Government  does  have  an  important  role,  however.  It  is  to  establish  an  environ- 
ment of  competition  and  long-run  stability  so  that  markets  can  allocate  resources 
to  their  most  valued  uses.  The  restructuring  that  took  place  in  the  Fourth  District 
was  aided  immensely  by  the  reduction  in  inflation  and  Dy  the  acceptance  that  this 
vigilance  would  continue  in  the  future.  Maintaining  this  commitment  will  facilitate 
the  restructuring  that  this  and  other  regions  of  the  country  are  currently  experienc- 
ing. 

As  I  have  stated  on  many  occasions,  monetary  policy  can  best  promote  sustainable 
long-run  economic  growth  and  rising  standards  of  living  by  stabilizing  the  aggregate 
price  level,  by  creating  a  climate  of  confidence  about  the  outlook  for  price  stability, 
and  by  avoiding  being  a  source  of  economic  disturbances  through  unexpected 
changes  in  monetary  policy.  The  extent  to  which  this  current  recovery  is  at  risk  de- 
pends importantly  on  monetary  policy.  Deviating  from  a  steady  and  determined  pur- 
suit of  our  longer-run  objectives  in  response  to  short-term  events  could  jeopardize 
our  progress. 
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My  prepared  comments  discuss  in  some  detail  the  restructuring  and  current  con- 
ditions or  the  Fourth  District  and  my  views  on  the  most  effective  monetary  policy 
for  maximizing  long-run  output  and  raising  the  standard  of  living  of  all  of  us. 

Fourth  District  Restructuring 

The  byword  for  this  region  over  the  last  decade  has  been  restructuring — replace- 
ment 01  old  technologies  with  new  ones,  innovation  in  business  practices,  scaling 
back  of  less  efficient  industries  and  expansion  of  more  competitive  ones,  and  absorp- 
tion of  excess  commercial  real  estate.  The  restructuring,  although  difficult  and  pain- 
ful, was  necessary  to  improve  efficiency  and  restore  competitiveness.  The  success  of 
these  adjustments  can  be  illustrated  by  comparing  the  employment  pattern  during 
the  last  recession  with  that  of  previous  ones.  In  the  six  downturns  prior  to  this  most 
recent  contraction,  the  Fourth  Distinct  states  experienced  employment  declines  two 
to  four  times  as  large  as  that  of  the  nation.  In  the  past  recession,  the  drop  was  less 
than  half  as  large  as  the  national  decline.  Furthermore,  during  the  1990s,  the  re- 
gion's unemployment  rate  generally  has  been  lower  than  the  national  rate. 

The  restructuring  led  to  four  basic  changes,  which  have  strengthened  this  econ- 
omy. First,  companies,  particularly  in  the  manufacturing  sector,  have  improved  pro- 
ductivity. For  example,  manufacturing  output  in  Ohio  has  doubled  since  1982,  while 
the  number  of  factory  jobs  has  remained  roughly  the  same.  With  each  worker  pro- 
ducing considerably  more  output,  we  now  have  a  leaner,  more  competitive  manufac- 
turing sector,  but  one  that  does  not  generate  as  many  jobs  as  it  once  did.  If  this 
trend  continues,  as  I  expect,  employment  will  move  up  as  productivity  levels  in- 
crease, but  in  all  probability,  more  slowly  than  past  experience  would  suggest. 

Second,  the  industrial  mix  of  the  economy  is  more  balanced,  relying  less  on  the 
cyclically  sensitive  durable-goods-producing  sectors.  Third,  the  region  has  increased 
its  participation  in  export  markets.  Through  greater  competitiveness,  improved 
product  quality,  and  a  deliberate  effort  by  businesses  to  meet  foreign  specifications 
and  to  cater  to  foreign  tastes,  local  businesses  have  gained  an  increasing  share  of 
many  export  markets.  This  is  one  reason  why  the  region  was  more  resilient  in  the 
early  1990s  downturn. 

Finally,  the  region  has  a  strong  banking  sector.  Sound  and  efficient  banks  are  bet- 
ter able  to  provide  financing  to  credit  worthy  borrowers,  which  bolsters  regional 
growth.  Our  banks  are  among  the  strongest  in  the  country.  By  implementing  pru- 
dent management  strategies  and  avoiding  the  construction  boom-and-bust  cycle  of 
the  past  decade,  Fourth  District  banks  have  outperformed  their  national  counter- 
parts. In  the  first  nine  months  of  1992,  return  on  assets  of  District  banks  was  high- 
er than  the  national  average  (1.37  percent  versus  0.95  percent)  and  net  loan  losses 
as  a  share  of  total  loans  was  lower  (0.95  percent  versus  1.15  percent).  In  addition 
as  of  September  30,  1992,  noncurrent  loans  as  a  share  of  total  loans  of  District 
banks  was  lower  (1.87  percent  versus  3.34  percent),  and  the  ratio  of  book  equity  to 
total  assets  was  somewhat  higher  (7.77  percent  versus  7.39  percent). 

As  a  result  of  these  developments,  our  region  is  now  in  much  better  shape  than 
previously.  I  am  encouraged  by  my  conversations  with  businesspeople  and  bankers 
around  the  District,  who  tell  me  oi  significant  improvements  in  some  of  our  key  in- 
dustries. The  view  and  the  attitude  expressed  are  overwhelmingly  forward  looking, 
and  this  gives  me  reason  to  believe  that  the  trend  will  continue.  Capital  goods  pro- 
ducers generally  anticipate  continued  and  broadening  strength  in  orders  and  pro- 
duction this  quarter  from  last.  Auto  manufacturers  tell  us  that  they  anticipate  a 
healthy  improvement  in  U.S.  motor  vehicle  sales  in  early  1993.  With  dealer  inven- 
tories generally  under  control,  increased  vehicle  demand  has  led  to  rising  factory  or- 
ders. Steel  producers  in  the  District  report  that  the  surge  in  new  orders  since  late 
last  year,  from  auto  and  appliance  producers,  continued  in  February  and  has  led 
to  rising  backlogs  of  unfilled  orders  and  stretching  out  of  deliveries.  Some  flat-rolled 
steel  producers  report  that  their  order  books  for  the  first  half  of  1993  are  virtually 
at  capacity. 

Despite  production  gains,  most  of  the  people  we  have  talked  to  are  very  cautious 
about  near-term  hiring  plans.  Employment  gains  simply  have  not  matched  output 
growth  in  most  industries.  For  example,  while  manufacturers  of  industrial  controls, 
truck  components,  and  steel  note  a  high  level  of  operations  in  recent  months,  they 
are  resorting  primarily  to  outsourcing,  extra  shifts,  and  overtime  to  accommodate 
output  growth  instead  of  adding  workers.  In  the  auto  industry,  however,  most  em- 
ployees on  temporary  layoff  have  been  recalled,  and  some  facilities  are  hiring  addi- 
tional workers,  as  many  assembly  plants  have  increased  their  production  schedules. 
But  we  must  not  forget  that  the  U.S.  auto  industry  is  still  adapting  to  change  and 
working  through  large  excess  capacity. 

Service -sector  employment  growth  also  has  been  relatively  anemic.  For  instance, 
retailers  report  that  they,  like  manufacturers,  are  experiencing  intense  competitive 
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pressures  to  cut  costs  and  have  relied  upon  labor-saving  technology  and  manage- 
ment techniques,  such  as  tighter  inventory  control,  to  accomplish  that  goal.  Employ- 
ment growth  has  been  steady  in  the  health  care  industry,  which  has  emerged  as 
one  of  the  largest  sectors  in  both  Cleveland  and  Pittsburgh — two  of  the  largest  cities 
in  our  District. 

Sluggish  jobs  growth  in  the  Fourth  District  is  part  of  a  national  phenomenon.  The 
interesting  question  is  whether  employment  will  pick  up  enough  to  offset  the  slow 
growth  of  the  last  few  years  or  whether  it  will  remain  moderate,  growing  along  a 
permanently  lower  trend.  Certainly,  last  month's  payroll  employment  figures  are  en- 
couraging. 

In  my  mind,  there  are  several  reasons  why  employment  has  not  been  increasing 
faster  in  this  expansion.  A  large  amount  of  sectoral  reallocation  of  labor  is  taking 
place,  not  just  in  my  district,  but  across  the  country.  For  example,  displaced  defense 
workers  are  having  to  retrain  for  employment  in  other  sectors.  This  process  is  nei- 
ther painless  nor  instantaneous,  but  as  workers  become  absorbed  in  new  jobs,  we 
expect  employment  to  return  to  previous  trends.  Productivity  is  on  the  rise,  some 
of  which  is  due  to  new  technologies.  As  workers  are  reabsorbed  into  more  competi- 
tive industries  and  these  industries  expand  in  domestic  and  world  markets,  we 
might  expect  a  return  to  normal  growth  along  a  higher  trend. 

There  may  be  some  additional  factors  that  discourage  firms  from  hiring  workers. 
One  factor  is  the  steady  rise  in  the  cost  of  medical  coverage  for  employees.  Firms 
often  find  it  cheaper  to  pay  overtime  to  existing  workers  than  to  take  on  more  work- 
ers. Another  factor  is  the  mounting  regulation  facing  businesses.  Even  legislation 
designed  to  achieve  useful  purposes  can  sometimes  create  unintended  side  effects. 
For  instance,  businesspeople  have  viewed  several  pieces  of  legislation  enacted  dur- 
ing the  past  several  years  as  adding  significantly  to  payroll  costs.  While  businesses 
may  not  yet  fully  understand  the  actual  costs  of  such  regulations,  they  may  very 
well  be  reluctant  to  do  any  significant  hiring  until  these  costs  become  more  clear. 
To  the  extent  that  recent  slow  employment  growth  is  due  to  permanently  higher 
labor  costs,  we  may  not  recover  all  those  jobs  lost  in  the  last  few  years. 

While  signs  of  a  faster-paced  and  sustainable  expansion  are  improving,  I  still 
have  some  concerns.  Unless  monetary  policy  is  conducted  in  a  manner  consistent 
with  price  stability,  the  overall  expansion  could  remain  anemic. 

Monetary  Policy 

Monetary  policy  has  played  an  important  role  in  the  restructuring  that  is  still 
oing  on  in  the  nation  and,  to  a  lesser — but  still  important — degree,  in  the  Fourth 

istrict.  No  doubt  the  need  for  some  of  this  restructuring  has  its  roots  in  mistakes 
that  were  made  in  the  1970s.  One  of  the  problems  with  inflation  is  that  it  obscures 
price  signals  and  causes  both  businesses  and  households  to  make  mistakes  that  can 
take  years,  even  decades,  to  remedy.  Price  level  uncertainty  distorts  the  economic 
information  contained  in  market-generated  prices.  It  can  induce  people  to  save  too 
much  or  too  little,  to  invest  in  the  wrong  assets,  and  to  be  cynical  about  their  gov- 
ernment. And,  when  inflation  surprises  are  curtailed,  as  the  public  inevitably  de- 
mands, the  resource  allocation  mistakes  become  painfully  apparent. 

Unfortunately,  the  role  of  monetary  policy  in  affecting  output  is  often  misunder- 
stood. It  is  important  to  remember  what  policy  can  and  cannot  do.  It  cannot  create 
capital  stock,  train  workers,  or  improve  technology.  Nor  can  it  produce  real  goods 
and  services,  create  employment,  permanently  lower  the  unemployment  rate,  or  peg 
or  permanently  lower  the  real  interest  rate.  This  is  not  to  say  that  there  is  no  role 
for  monetary  policy.  But  instead  of  manipulating  aggregate  demand  in  a  futile  at- 
tempt to  achieve  an  unattainable  employment  objective,  monetary  policy  should 
focus  on  providing  the  conditions  that  lead  to  maximum  sustainable  growth. 

In  the  not-too-distant  past,  prices  were  destabilized  by  policymakers  who  believed 
in  a  tradeoff  between  price  stability  and  full  employment.  That  dichotomy  was  false. 
Monetary  policy  affects  only  the  efficiency  with  which  real  productive  resources  are 
used.  In  the  past,  monetary  policy  often  kept  the  economy  from  reaching  its  poten- 
tial because  the  policy  was  not  made  consistently  from  one  year  to  the  next.  When 
short-run  attempts  to  stimulate  the  economy  through  monetary  policy  have  led  to 
inflation,  the  economy  operated  less  efficiently  and  people  ended  up  working  just  as 
hard  but  producing  less. 

What  monetary  policy  can  do  to  promote  long-run  economic  efficiency  is  to  sta- 
bilize the  aggregate  price  level  and  to  create  a  climate  of  confidence  about  the  out- 
look for  price  stability.  Confidence  in  price  level  stability  would  raise  living  stand- 
ards because  it  would  enable  businesspeople,  investors,  workers,  and  consumers  to 
make  wiser  plans  for  consuming,  saving,  and  investing.  Plans  made  on  the  basis  of 
inaccurate  assumptions  about  future  prices  are  often  inefficient. 
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Price  level  stability  would  eliminate  the  incentives  people  have  to  employ  re- 
sources to  hedge  against  inflation.  A  firm  commitment  to  price  stability  would,  free 
these  resources  for  more  productive  uses.  Moreover,  it  would  foster  the  stability  of 
banks  and  the  financial  system.  When  investments  are  made  on  the  basis  of  price 
projections  that  prove  to  be  wrong,  the  lenders  that  provided  the  funds  for  those 
projects  are  often  hurt  along  with  the  investors. 

How  can  price  stability  best  be  achieved?  There  has  been  some  discussion  about 
the  need  to  go  beyond  monetary  targets  in  the  Humphrey-Hawkins  process.  I  could 
not  agree  more.  We  need  a  commitment  to  an  explicit  long-run  price  objective  so 
that  the  Federal  Reserve  can  use  annual  monetary  targets  more  effectively.  The 
question  is  whether  monetary  targeting  can  achieve  price  stability  in  the  absence 
of  an  explicit  commitment  to  a  price  objective.  Perhaps  so,  but  not  as  easily  in  my 
view,  and  at  a  considerably  greater  cost.  An  explicit  commitment  to  price  stability 
is  an  essential  operational  element  that  is  missing  from  today's  policy  process. 
Given  the  apparent  inability  of  policymakers  to  agree  on  an  explicit  price  objective, 
the  next  best  thing  the  Fed  can  do  is  to  keep  money  supply  growth  within  specified 
target  ranges  that  are  consistent,  over  longer  periods  01  time,  with  price  stability. 

But  which  money  supply:  M2,  or  a  narrow  measure  like  Ml?  Ml,  which  includes 
currency  and  transactions  balances,  grew  very  rapidly  last  year.  Households  and 
businesses  added  considerably  to  such  balances  relative  to  their  income  and  as  a 
share  of  total  assets.  In  economists'  jargon,  the  velocity — rate  of  turnover — of  such 
balances  declined.  At  the  same  time,  the  small  time  deposits  included  in  the  broad 
measure  of  money,  M2  (which  includes  Ml  as  well  as  small  time  deposits  and  sav- 
ings balances)  fell  sharply  and  are  continuing  to  decline.  Households  have  reduced 
their  holdings  of  these  instruments  in  absolute  terms,  as  well  as  relative  to  their 
income  and  as  a  share  of  their  total  assets.  As  a  result,  the  velocity  of  this  M2  com- 
ponent rose  substantially  and  by  a  surprisingly  large  amount  relative  to  past  experi- 
ence. 

For  a  policymaker,  the  challenge  is  to  analyze  these  conflicting  signals  and  at- 
tempt to  anticipate  future  trends  in  order  to  conduct  reserve  supplying  operations 
that,  over  time,  are  consistent  with  achieving  maximum  sustainable  growth  in  a  sta- 
ble price  environment.  We  have  spent  considerable  time  and  resources  trying  to  un- 
derstand the  monetary  data,  and  still  we  are  uncertain.  While  this  is  discouraging, 
it  is  not  unusual.  We  should  not  forget  that  all  economic  data  represent  attempts 
to  match  aspects  of  the  real  world  with  theoretical  concepts.  Just  as  there  is  a  wide 
gap  between  the  theoretical  concept  of  output  and  the  real-world  measure  of  output, 
there  is  also  a  gap  between  a  theoretical  concept  of  money  and  the  targeted  aggre- 
gates. 

Nevertheless,  in  the  real  world,  we  must  make  prudent  judgments  about  how 
much  weight  to  give  to  various  measures  of  money.  In  my  opinion,  the  best  we  can 
do  today  is  to  choose  monetary  targets  that  we  think  are  consistent  with  long-term 
price  stability  and  try  to  maintain  them.  When  these  targets  need  to  be  adjusted 
in  order  to  achieve  and  maintain  price  stability,  we  should  adjust  them.  Such  a 
strategy  automatically  avoids  aggravating  the  fluctuations  in  economic  activity. 
Should  the  economy  go  into  recession,  the  money  supply  would  tend  to  fall  below 
target,  unless  the  Fed  supplied  additional  reserves.  Conversely,  shouldthe  economy 
expand  very  rapidly,  the  money  supply  would  tend  to  go  above  target  unless  the 
growth  of  reserves  is  restrained.  If  the  long-run  inflation  objective  is  known,  and 
credibility  is  maintained,  then  the  adjustments  necessary  to  achieve  price  stability 
can  be  made  much  more  effectively. 

Of  course,  other  factors  affect  the  monetary  aggregates,  including  interest-rate  dif- 
ferentials, the  resolution  of  the  S&L  crisis,  and  the  evolution  of  liquid  mutual  funds. 
Although  these  factors  have  been  exerting  an  unusually  large  effect  on  money  sup- 
ply growth,  the  announced  target  ranges  for  the  broad  aggregate  (M2)  are  wide 
enough  to  accommodate  even  this  extreme  behavior. 

What  is  the  alternative?  Some  have  argued  that  policy  judgments  would  be  better 
made  if  the  Fed  ignored  monetary  aggregates  and  instead  looked  at  the  real  econ- 
omy. I  cannot  agree.  In  view  of  the  dramatic  economic  restructuring  taking  place 
today — technological  developments,  defense  cuts,  commercial  real  estate  problems, 
to  name  just  a  few — we  cannot  have  any  more  confidence  in  our  estimates  of  poten- 
tial output  than  we  have  in  our  estimates  of  demand  for  a  specific  monetary  aggre- 
gate. 

Furthermore,  we  have  no  direct  linkage  between  monetary  policy  actions  and  ei- 
ther actual  or  potential  output.  Let  me  say  once  again  that  although  we  may  be  un- 
certain about  now  to  interpret  the  disparate  behavior  of  the  monetary  aggregates 
today,  this  uncertainty  is  no  greater  than  the  uncertainty  that  always  exists  about 
potential  output. 
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What  does  all  this  mean  for  monetary  policy?  One  of  the  biggest  obstacles  to  sus- 
tained economic  growth  during  the  year  or  so  has  been  the  lack  of  credibility  of  the 
long-run  commitment  to  price  stability.  While  inflation  has  moved  down,  the  public 
has  persisted  in  its  belief  that  future  inflation  will  be  higher.  Long-term  interest 
rates  have  declined,  but  are  still  substantially  above  the  levels  that  would  be  con- 
sistent with  price  stability.  This  belief  is  reflected  in  consumer  surveys  and  is  mani- 
fested in  the  extraordinary  steepness  of  tide  yield  curve  and  in  such  behavior  as  the 
record  number  of  homeowners  who  have  refinanced  mortgages.  The  extensive  busi- 
ness balance-sheet  restructuring,  which  is  still  going  on,  also  suggests  expectations 
that  future  borrowing  costs  will  De  higher  as  inflation  accelerates. 

The  credibility  of  the  Fed's  goal  to  achieve  price  stability  has  been  undermined 
to  some  extent  by  the  belief  of  analysts  and  policymakers  that  the  Federal  Reserve, 
through  aggressive  monetary  policy,  could  move  the  economy  to  a  sustainable,  faster 
long-run  growth  trend.  As  Chairman  Greenspan  indicated  to  you  last  month  in  his 
Humphrey-Hawkins  testimony,  these  mistaken  beliefs  have  left  us  with  an  economy 
in  which  private  markets  quickly  embed  even  the  expectation  of  stimulative  mone- 
tary policy  into  higher  inflation  expectations  and  nominal  bond  yields. 

To  lock  in  the  hard-won  gains  made  against  inflation  in  the  1980s  and  extend 
them  well  into  the  1990s,  the  challenge  is  to  find  a  way  for  the  Federal  Reserve 
to  make  a  credible  long-term  commitment  to  an  explicit  goal  for  price  stability.  Only 
by  doing  this  can  we  combat  the  1970s  legacy  of  heightened  market  sensitivity  to 
short-run  monetary  policy  actions,  reduce  long-term  nominal  interest  rates  by  an- 
other 2  or  3  percentage  points,  and  create  an  environment  in  which  inflation  fears 
no  longer  retard  the  efficient  functioning  of  the  economy. 

TESTIMONY  BY  J.  ALFRED  BROADDUS,  JR. 
President,  Federal  Reserve  Bank  of  Richmond 

I  am  pleased  to  be  here  today  to  discuss  economic  activity  in  the  Fifth  Federal 
Reserve  District — the  region  served  by  the  Federal  Reserve  Bank  of  Richmond — and 
to  describe  my  views  on  monetary  policy.  I  will  begin  with  some  background  infor- 
mation on  the  District  economy.  Subsequently,  I  will  review  some  recent  regional 
economic  trends,  summarize  current  economic  conditions  in  the  District,  and  con- 
clude with  a  brief  statement  of  my  basic  views  on  monetary  policy. 

Overview  of  the  District  Economy 

The  Fifth  District  includes  Maryland,  the  District  of  Columbia,  Virginia,  North 
Carolina,  South  Carolina,  and  all  but  the  northwestern  spur  of  West  Virginia.  The 
Federal  Reserve  Bank  of  Richmond  has  branch  offices  in  Baltimore  and  Charlotte, 
regional  check  processing  centers  in  Charleston,  West  Virginia,  and  Columbia, 
South  Carolina,  and  a  special  facility  in  Culpeper,  Virginia. 

The  Fifth  District  is  home  for  about  10  percent  of  the  U.S.  population.  The  Dis- 
trict's fine  transportation  networks  (including  its  three  major  seaports:  Baltimore, 
Charleston,  SC,  and  Hampton  Roads/Norfolk),  favorable  climate,  and  proximity  to 
major  domestic  markets  combine  to  make  the  region  especially  attractive  to  busi- 
ness. The  District  is  headquarters  for  several  major  nonfinancial  corporations  and 
some  of  the  nation's  largest  and  most  rapidly  growing  banking  organizations.  Collec- 
tively, the  Fifth  District  ranks  fourth  among  Federal  Reserve  districts  in  terms  of 
both  the  total  assets  and  the  market  capitalization  of  its  banking  organizations.  The 
District  is  also  the  location  of  thousands  of  farms  and  small  businesses,  many  com- 
munity banks,  and  an  unusually  large  number  of  strong  colleges  and  universities. 

Our  Bank  has  identified  three  distinct  regional  economies  in  the  District.  One  in- 
cludes south  central  Virginia,  North  Carolina,  and  South  Carolina  and  is  character- 
ized by  substantial  manufacturing  activity.  North  Carolina  leads  the  nation  in  the 
groportion  of  payroll  employment  in  manufacturing,  and  South  Carolina  is  close  be- 
ind.  Textiles  heads  the  list  in  value  of  output  among  the  manufacturing  industries 
in  this  region.  The  area's  strong  manufacturing  base  also  includes  such  other  indus- 
tries as  chemicals,  machinery,  electronic  equipment,  tobacco  products,  and  furniture. 

The  second  regional  economy  consists  of  Maryland,  most  of  Virginia,  and  the  Dis- 
trict of  Columbia.  This  region  is  heavily  dependent  on  federal  government  activity, 
especially  defense  purchases.  Employment  stemming  from  federal  nondefense  pur- 
chases is  also  important  in  this  area,  as  is  federal  government  employment  of  civil- 
ian and  military  personnel. 

The  third  region  is  West  Virginia.  West  Virginia's  economy  is  based  largely  on 
coal,  which  explains  the  state's  comparative  advantage  in  the  production  of  chemi- 
cals and  primary  metals.  Lumber  and  wood  products  are  other  West  Virginia  indus- 
tries that  have  enjoyed  especially  rapid  growth  in  recent  years. 
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The  economies  of  these  three  regions  have  some  elements  in  common,  such  as 
their  strong  tourist  industries.  The  Fifth  District  is  known  for  its  many  scenic  and 
historic  areas  and  for  its  mountain  and  seashore  resorts.  Tobacco  is  grown  in  many 
parts  of  the  District,  as  it  has  been  since  colonial  times.  Although  domestic  tobacco 
consumption  has  declined,  exports  of  both  tobacco  leaves,  and  manufactured  tobacco 
products  continue  to  rise.  Other  agricultural  products  in  the  District  range  from 
peaches  in  South  Carolina,  where  the  harvest  often  exceeds  Georgia's,  to  poultry 
production  in  North  Carolina,  Virginia,  and  Maryland.  The  Chesapeake  Bay  usually 
produces  a  plentiful  harvest  of  fish,  crabs,  and  oysters,  although  the  oyster  harvest 
has  been  quite  low  in  recent  years. 

Trends  in  Employment  and  Income 

The  table  accompanying  ray  testimony  summarizes  the  behavior  of  employment 
and  real  personal  income  in  Fifth  District  states  since  the  early  1980s.  The  table 
shows  that  the  decade  of  the  1980s,  after  its  early  recession,  brought  strong  growth 
in  both  employment  and  income  to  most  of  the  District.  This  growth  was  spurred 
in  the  northern  part  of  the  District  by  the  defense  buildup  and  the  concurrent  real 
estate  boom,  and  in  the  southern  part  by  foreign  and  domestic  investment  in  manu- 
facturing. West  Virginia,  however,  recorded  a  more  modest  increase  in  jobs  and  very 
little  increase  in  income  during  the  1980s,  largely  because  of  job  losses  in  the  coal 
industry. 

Employment  and  real  personal  income  declined  throughout  the  District  during  the 
1990-91  recession,  as  they  did  in  most  of  the  country.  Job  market  conditions  nave 
improved  since  the  end  of  the  recession,  although  only  North  Carolina  and  West  Vir- 
ginia experienced  significant  employment  growth  through  the  end  of  1992.  Employ- 
ment actually  continued  to  fall  sharply  in  Maryland  in  this  period.  Real  personal 
income  grew  moderately  in  the  District  from  the  recession  trough  through  the  third 
quarter  of  1992  (the  last  quarter  for  which  data  are  available),  and  here  also  the 
performance  of  North  Carolina  and  West  Virginia  was  strongest.  In  agriculture, 
data  on  cash  receipts  suggest  that  real  farm  income  in  the  District  was  virtually 
unchanged  in  1992  from  1991,  but  higher  than  in  earlier  years. 

Current  Economic  Conditions 

The  latest  data  and  anecdotal  economic  information  available  to  us  indicate  that 
the  pace  of  the  recovery  in  the  Fifth  District  has  quickened  in  recent  months. 
Consumer  spending  was  strong  during  the  Christmas  season,  and  more  recent  infor- 
mation suggests  that  spending  has  held  up  well  since  then.  The  housing  industry 
has  also  been  improving  for  many  months,  and  the  decline  in  mortgage  rates  in  re- 
cent weeks  has  given  home  sales  an  added  boost.  Manufacturers  responding  to  our 
regular  mail  survey  report  that  District  factory  activity  improved  during  the  first 
six  weeks  of  1993  after  several  months  of  little  change. 

Profits  are  up  and  nonperforming  loans  are  down  at  the  District's  banks.  Our  re- 
cent telephone  survey  of  financial  institutions  indicated  that  both  business  and 
consumer  loan  activity  increased  during  the  first  six  weeks  of  1993,  although  half 
of  the  commercial  loan  officers  surveyed  said  that  stiffer  regulatory  requirements 
were  still  limiting  their  lending  activity.  Small  business  members  of  our  Bank's 
Small  Business  and  Agricultural  Advisory  Council  report  that  credit  is  still  tight  de- 
spite ample  opportunities,  in  their  view,  for  banks  to  make  good  start-up  business 
loans.  District  farmers  are  evidently  finding  adequate  credit  available  in  federal  pro- 
grams. 

Let  me  comment  now  on  recent  developments  in  individual  state  economies.  South 
Carolina  has  been  recovering  at  a  moderate  but  steady  pace.  Retail  sales — including 
sales  of  new  cars — have  risen  in  recent  weeks,  as  have  sales  of  new  and  existing 
homes.  Textile  manufacturers  are  now  operating  at  capacity  and  exporting  some  of 
their  production.  BMW's  choice  this  past  October  of  the  Greenville-Spartanburg  area 
as  the  site  for  its  new  U.S.  plant  has  sparked  increased  business  activity  in  that 
vicinity.  Along  the  seashore,  tourism  has  revived  somewhat  and  business  is  better. 
In  Columbia,  bankers  report  increased  commercial  loan  demand.  On  the  negative 
side,  the  Air  Force  Base  at  Myrtle  Beach  has  been  closed  and  parts  of  South  Caro- 
lina are  vulnerable  to  possible  further  defense  cuts. 

Our  contacts  in  North  Carolina  report  improving  conditions  and  greater  business 
and  consumer  optimism  regarding  the  outlook.  The  improvement  is  especially  evi- 
dent in  retailing,  housing,  and  manufacturing,  but  extends  also  to  commercial  con- 
struction. In  Charlotte,  for  example,  one  of  our  sources  recently  complained  that  a 
scarcity  of  large  blocks  of  vacant  office  space  was  discouraging  some  businesses  from 
locating  in  the  city,  and  he  bemoaned  the  absence  of  speculative  builders  of  commer- 
cial real  estate.  In  Raleigh,  office  vacancy  rates  are  among  the  lowest  in  the  nation. 
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Furniture  manufacturers  in  North  Carolina  are  enjoying  their  best  year  in  many 
years,  and  increases  in  new  orders  point  to  continued  good  business  in  this  industry 
in  the  months  ahead. 

Economic  conditions  in  Virginia  appear  to  be  improving  at  a  faster  pace  than  ear- 
lier in  the  recovery.  The  gains  are  reflected  in  a  recent  pickup  in  state  government 
revenues,  which  has  permitted  a  modest  pay  increase  for  state  employees.  Retail 
sales  and  the  construction  of  single-family  homes  in  the  state  are  showing  continued 

fains.  The  Northern  Virginia  and  Tidewater  areas,  which  have  been  the  hardest  hit 
y  defense  cuts,  seem  to  be  recovering  despite  continued  job  losses  due  to  reduced 
defense  purchases.  Office  building  vacancy  rates  in  the  state's  urban  areas  have  de- 
clined somewhat,  especially  in  the  suburbs.  Vacancy  rates  are  still  high,  however, 
in  central  cities. 

Economic  activity  in  the  District  of  Columbia,  which  began  to  show  some  signs 
of  turning  up  early  last  year,  continues  to  improve  slowly.  Much  consolidation  of 
Washington's  financial  institutions  has  taken  place,  and  their  performance  has  im- 
proved considerably,  although  some  problems  remain.  The  local  government  contin- 
ues to  be  mired  in  fiscal  difficulties  brought  on  by  population  declines  and  by  the 
movement  of  business  and  government  activity  to  the  suburbs.  Even  so,  the  mood 
among  our  business  contacts  in  Washington  is  positive.  One  favorable  sign  is  a  pick- 
up in  tourist  activity.  Another  is  the  relative  scarcity  of  office  space  in  Washington, 
which  has  led  to  plans  for  some  new  government  and  commercial  construction. 

In  Maryland,  indications  that  the  economy  has  bottomed  out  are  tempered  by  con- 
cern about  shortfalls  in  state  government  revenues  and  by  additional  layoffs  at  de- 
fense contracting  plants  such  as  those  of  Westinghouse  and  Martin  Marietta.  On  the 
positive  side,  activity  at  the  Port  of  Baltimore,  which  earned  its  first  profit  in  four 
years  in  1992,  is  rising  modestly.  Also,  the  residential  real  estate  market  finished 
1992  with  a  good  fourth  quarter  performance,  and  building  permits  in  the  state 
were  up  26  percent  in  1992  over  1991.  One  home  builder  who  has  not  built  specula- 
tively in  two  years  now  indicates  that  he  is  planning  to  resume  building  without 
advance  buyer  contracts. 

Business  activity  in  West  Virginia  has  been  improving  steadily  in  recent  weeks, 
and  our  business  contacts  in  the  state  are  upbeat  about  prospects  for  the  months 
ahead.  The  state's  lumber  industry,  which  has  benefited  from  strong  export  demand, 
is  experiencing  record  production.  Production  is  also  at  capacity  levels  in  some  wood 
products  industries.  One  hardwood  flooring  plant  operating  with  double  shifts  and 
with  all  its  production  pledged  was  recently  asked  if  it  had  anything  at  all  to  sell. 
"Only  rejects,"  the  customer  was  told.  He  bought  them. 

Until  last  month,  West  Virginia's  coal  production  was  proceeding  at  a  near  record 
pace,  although  employment  in  the  industry  was  still  declining  because  of  the  contin- 
ued shift  to  capital  intensive  extraction.  From  February  2  through  March  2  a  strike 
idled  a  small  but  significant  portion  of  the  industry,  and  output  was  about  10  per- 
cent below  the  same  period  a  year  earlier.  Coal  prices  were  not  affected  until  the 
end  of  February,  however,  when  spot  prices  rose  somewhat  as  fear  that  the  strike 
might  spread  prompted  electric  power  companies  to  add  to  their  coal  stockpiles.  On 
March  2,  striking  miners  agreed  to  return  to  work  while  talks  continued. 

To  sum  up,  the  Fifth  District  economy  is  on  the  mend,  apparently  even  in  the 
northern  part  of  the  District  which  was  hit  hardest  by  overbuilding  and  defense 
cuts.  Conditions  are  better  in  retailing,  housing,  and  manufacturing.  The  improve- 
ment in  the  District  economy  has  also  benefited  District  banks,  which  in  the  aggre- 
gate are  in  their  best  condition  since  before  the  recession  began. 

Monetary  Policy 

Turning  to  my  views  on  monetary  policy,  I  believe  that  the  primary  goal  of  policy 
is  to  promote  economic  growth  and  employment  and  that  the  Federal  Reserve  can 
best  pursue  this  goal  by  fostering  a  stable  aggregate  price  level  over  time.  Inflation 
constrains  growth  by  interfering  with  the  market's  ability  to  allocate  resources  to 
their  most  productive  uses.  In  addition,  inflation  results  in  arbitrary  and  unfair  re- 
distribution of  income  and  wealth  that  cause  social  tensions  and  weaken  the  fabric 
of  our  society.  Moreover,  rising  inflation  is  invariably  followed  by  corrective  policy 
actions  that  depress  economic  activity,  sometimes — as  in  the  early  1980s — severely. 
This  stop-go  pattern  retards  technological  progress  and  thereby  slows  the  longer-run 
rise  in  our  standard  of  living. 

Substantial  progress  has  been  made  in  reducing  inflation  and  interest  rates  since 
the  early  1980s.  The  inflation  rate  has  declined  from  over  10  percent  in  1980  to 
around  3  percent  today,  and  the  30-year  Treasury  bond  rate  has  fallen  from  above 
14  percent  to  below  7  percent.  I  believe  that  the  large  decline  in  long-term  rates 
over  this  period  reflects  at  least  in  part  a  significant  increase  in  the  credibility  of 
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the  Federal  Reserve's  disinflationary  strategy.  The  current  30-year  Treasury  bond 
rate,  however,  remains  well  above  the  3  percent  rate  prevailing  in  the  1950s  when 
the  price  level  was  reasonably  stable,  which  suggests  that  the  public  still  fears  that 
inflation  will  persist  at  3  or  4  percent  in  the  years  ahead.  In  my  estimation  a  fully 
credible  policy  to  achieve  price  level  stability  would  bring  long-term  rates  down  fur- 
ther and  provide  an  important  additional  stimulus  to  economic  activity.  In  this  re- 
gard, I  should  note  my  belief  that  passage  of  the  Neal  Amendment  would  strengthen 
greatly  the  Federal  Reserve's  effort  to  achieve  full  credibility  for  its  longer-term  ob- 
jectives. 

Against  this  background,  I  believe  firmly  that  specific  monetary  policy  actions 
taken  in  the  short  run  should  be  evaluated  within  the  framework  of  our  long-run 
price  level  stability  goal.  In  particular,  the  annual  targets  for  the  monetary  aggre- 
gates should  be  seen  as  a  means  of  helping  the  Federal  Reserve  attain  its  longer- 
term  objectives  rather  than  as  ends  in  themselves.  The  targets  play  a  useful  role 
in  signaling  our  long-run  commitment  to  a  stable-price  level,  and  we  should  con- 
tinue to  lower  the  targets  gradually  until  they  are  fully  consistent  with  this  objec- 
tive. In  making  our  short-run  policy  decisions,  however,  we  should  not  adhere  slav- 
ishly to  the  targets,  in  my  judgment,  when  technical  developments  or  institutional 
changes  appear  clearly  to  be  altering  the  relationship  between  GDP  growth  and 
money  growth — such  as  occurred  in  1992  when  nominal  GDP  grew  at  a  rate  of  over 
5V2  percent  while  M2  grew  at  a  rate  of  only  2  percent. 

In  making  our  short-run  policy  decisions  we  also  need  to  be  mindful  that  actions 
that  weaken  the  credibility  of  our  commitment  to  price  level  stability  can  have  per- 
verse effects  on  interest  rates  and  economic  activity.  The  Federal  Reserve  directly 
influences  only  a  small  number  of  short-term  interest  rates.  As  I  mentioned  earlier, 
long-term  interest  rates,  which  have  a  greater  influence  on  economic  behavior,  are 
determined  in  large  part  by  the  public's  inflation  expectations.  If  we  want  to  foster 
low  long-term  rates,  with  all  their  benefits  to  the  economy,  we  must  make  policy 
decisions  that  the  public  views  as  consistent  with  longer-term  price  level  stability. 

I  should  note  here  that  while  I  believe  that  the  System's  short-run  policy  actions 
need  to  be  conditioned  at  all  times  by  our  longer-term  objectives,  I  also  recognize 
that  these  actions  must  be  taken  in  the  context  of  current  developments  in  the  econ- 
omy. If  market  forces  are  putting  downward  pressure  on  short-term  interest  rates, 
then  we  must  allow  short-term  rates  to  fall  in  reflection  of  those  forces,  as  indeed 
we  have  over  the  last  several  years.  I  think  it  is  futile,  however,  to  base  our  policy 
actions  on  the  notion  that  monetary  policy  can  eliminate  or  nearly  eliminate  short- 
run  fluctuations  in  economic  activity,  which  occur  for  a  very  wide  variety  of  reasons. 
Actual  experience  over  the  last  30  years  provides  little  if  any  support  for  this  idea. 
In  particular,  history  suggests  that  attempts  to  stimulate  economic  activity  in  the 
short  run  without  regard  to  the  possible  inflationary  conseauences  result  eventually 
in  higher  inflation  and  the  depressing  corrective  actions  that  I  mentioned  earlier. 

To  sum  up,  my  view  is  that  monetary  policy  should  seek  to  promote  real  economic 
growth  and  employment  by  achieving  and  maintaining  price  level  stability.  The  Fed- 
eral Reserve's  day-to-day  policy  actions  should  be  consistent  with  this  goal,  and  the 
System  should  do  whatever  it  can  to  increase  and  enhance  the  credibility  of  this 
strategy. 
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TESTIMONY  BY  THOMAS  C.  MELZER 
President,  Federal  Reserve  Bank  of  St.  Louis 

March  10,  1993 

Mr.  Chairman,  members  of  the  Committee,  1  welcome  the  opportunity  to  discuss 
the  economy  of  the  Eighth  Federal  Reserve  District  and  my  views  on  monetary  pol- 
icy. As  many  of  you  know,  one  of  my  responsibilities  as  a  Reserve  Bank  president 
is  to  gather  information  about  the  economy  of  my  District  and  report  on  it  at  Fed- 
eral Open  Market  Committee  meetings.  This  information — along  with  similar  infor- 
mation from  the  other  Federal  Reserve  districts — serves  as  a  backdrop  to  our  discus- 
sion of  monetary  policy. 

At  the  Federal  Reserve  Bank  of  St.  Louis,  we  monitor  economic  conditions  in  both 
the  nation  and  the  Eighth  Federal  Reserve  District,  which  includes  the  state  of  Ar- 
kansas and  parts  of  Illinois,  Indiana,  Kentucky,  Mississippi,  Missouri,  and  Ten- 
nessee (see  map).  Reserve  Banks  monitor  the  national  and  regional  economies  in  a 
variety  of  ways.  For  example,  we  routinely  collect  economic  information  from  var- 
ious official  sources,  both  private  and  public. 

Because  of  the  lags  in  published  data,  we  also  attempt  to  acquire  more  timely  in- 
formation through  informal  means.  By  interacting  regularly  with  District  individ- 
uals— in  1992  Research  Department  economists  and  I  participated  in  approximately 
150  programs  in  our  District — we  learn  first-hand  about  economic  conditions. 
Through  these  programs  as  well  as  our  daily  interaction  with  the  District  commu- 
nity, we  gather  information  on  economic  conditions  from  consumers,  labor  leaders, 
home-builders,  bankers,  educators  and  business  people  from  both  small  and  large 
firms.  In  addition  to  collecting  information,  we  solicit  opinions  and  questions  on 
banking  and  monetary  policies,  as  well  as  learn  how  they  may  be  affecting  individ- 
uals in  the  District.  Although  frequently  anecdotal,  this  information  can  sometimes 
signal  an  important  trend  before  it  is  apparent  in  the  published  data. 

Economic  Structure  of  the  District 

Let  me  note  some  facts  about  the  Eighth  District  economy.  Based  on  the  most  re- 
cent county  data,  the  District  share  of  personal  income  in  the  nation  is  4.3  percent. 
If  we  include  each  of  the  seven  District  states  in  its  entirety,  that  share  is  13.3  per- 
cent. Per  capita  disposable  personal  income  levels  in  District  states  are  below  the 
national  average  (see  map). 

The  economies  of  the  Eighth  District  and  the  nation  are  very  diverse  and  roughly 
similar  in  structure.  Some  differences,  however,  are  worth  noting.  Table  1  compares 
the  composition  of  output  for  the  Eighth  District  and  the  entire  United  States.1  As 
the  table  shows, 

•  The  Eighth  District  tends  to  be  more  manufacturing-intensive  in  both  durable  and 
nondurable  goods  than  the  United  States.  Nondurables  sectors  in  the  District 
with  comparatively  high  production  include  rubber  and  plastic  products,  food,  ap- 
parel, paper  products,  and  chemicals.  Durables  sectors  with  comparatively  high 
output  include  transportation  equipment — particularly  motor  vehicles — fabricated 
metals  and  wood  products. 

•  The  District  economy  is  a  major  agricultural  producer,  supplying  significant  por- 
tions of  the  national  output  of  corn,  cotton,  rice  and  soybeans. 

•  Transportation  services  are  a  relatively  important  contributor  to  the  District  econ- 
omy, reflecting  an  extensive  network  of  navigable  rivers,  the  strong  presence  of 
railroads,  and  such  airline  transportation  companies  as  Federal  Express  and  Unit- 
ed Parcel  Service. 

Recent  Economic  Performance  in  the  Eighth  District 

Though  the  1990-91  recession  and  restructuring  have  affected  both  the  national 
and  Eighth  District  economies,  the  District  has  fared  somewhat  better  than  the  na- 
tion. 

Pockets  of  Strength 

One  of  the  characteristics  of  a  diverse  economy  is  that,  even  when  an  economy 
slows,  some  regions  or  sectors  may  moderate  the  slowdown.  This  situation  has  been 
observed  in  our  area  recent  years,  as  certain  pockets  within  the  District  have  grown 
rapidly,  bolstering  the  economic  fortunes  of  our  District.  As  examples, 


1  For  these  purposes,  the  District's  economic  output  is  assumed  to  be  composed  of  the  total 
output  of  the  states  of  Arkansas,  Kentucky,  Missouri,  and  Tennessee.  This  convention  is  used 
because  the  majority  of  economic  activity  in  Indiana,  Illinois  and  Mississippi  is  not  in  the  Eighth 
District.  Moreover,  the  absence  of  timely  data  at  the  county  level  prevents  the  presentation  of 
up-to-date  data  for  only  the  Eighth  District. 
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•  Northern  Arkansas  has  experienced  substantial  economic  growth  in  the  past  few 
years.  The  northwestern  part  is  home  to  some  of  the  nation's  fastest-growing  com- 
panies: Wal-Mart,  Tyson  Foods,  and  J.B.  Hunt  Transport  Services.  Nucor,  as  well 
as  several  small  steel  manufacturers,  have  located  in  northeastern  Arkansas. 

•  Bowling  Green,  Kentucky,  has  attracted  major  industrial  plants,  including  Inter- 
national Paper  and  the  James  River  Corporation. 

•  Memphis,  already  a  significant  transportation  and  distribution  center,  has  exhib- 
ited substantial  real  growth.  In  December,  total  payroll  employment  was  1.8  per- 
cent higher  than  a  year  earlier,  real  retail  sales  were  up  31  percent,  and  the  area 
unemployment  rate  stood  at  5.5  percent,  well  below  the  7  percent  national  aver- 
age. 

Employment,  Unemployment,  and  Restructuring 

Payroll  employment  data  provide  a  useful  measure  with  which  to  compare  the 
Eighth  District  and  the  nation  during  the  recession  and  the  recovery  to  date.  As  fig- 
ure 1  shows,  U.S.  payroll  employment  fell  at  a  2.2  percent  annual  rate  during  the 
recession  from  July  1990  to  March  1991.  District  employment  declined  as  well,  but 
at  half  the  national  rate.  Figure  1  also  shows  that,  in  contrast  to  previous  recovery 

Keriods,  U.S.  payroll  employment  has  essentially  remained  unchanged  since  the 
larch  1991  recession  trough,  whereas  Eighth  District  payroll  employment  has 
grown,  though  only  at  a  0.5  percent  annual  rate. 

The  employment  growth  comparison  for  the  District  and  the  United  States  is  re- 
peated in  unemployment  data.  Table  2  shows  that  the  increase  in  the  District  unem- 
ployment rate  in  the  1990-91  recession  was  only  two-thirds  that  in  the  nation.  In 
the  recovery,  the  unemployment  rate  for  the  District  fell  to  5.8  percent  by  the  end 
of  1992 — its  pre-recession  level — while  the  unemployment  rate  for  the  United  States 
remained  well  above  its  pre-recession  level. 

Figure  1  further  illustrates  that  increases  in  District  service  sector  employment 
in  the  aftermath  of  the  recent  recession  more  than  offset  the  continued  job  losses 
in  the  goods-producing  sector.  District  goods-producing  employment,  after  decreas- 
ing at  a  6.4  percent  rate  during  the  recession,  has  continued  to  fall  in  the  recovery, 
though  at  a  significantly  reduced  0.1  percent  annual  rate.  In  contrast  to  the  District 
experience,  national  job  growth  in  services  has  not  been  enough  to  make  up  for  job 
losses  in  manufacturing. 

The  Eighth  District  has  not  escaped  employment  restructuring.  Figure  2  illus- 
trates the  substantial  employment  changes  in  transportation  equipment,  including 
both  automobile  and  aerospace  manufacturers.  Many  of  the  changes  in  the  District 
aerospace  industry  are  directly  related  to  reductions  in  spending  on  national  de- 
fense. During  the  1990-91  recession,  employment  in  transportation  equipment  de- 
clined at  an  annual  rate  of  15.3  percent  in  the  District  and  8.9  percent  nationally. 
Since  the  March  1991  recession  trough,  employment  in  this  industrial  classification 
has  declined  3.4  percent  in  the  nation  but  increased  0.4  percent  in  the  District,  an 
increase  that  is,  nonetheless,  below  the  norm  for  previous  recoveries.  Since  mid- 
1990,  McDonnell  Douglas,  the  nation's  largest  defense  contractor,  has  cut  back  em- 
ployment in  St.  Louis  by  roughly  13,000.  While  many  of  those  laid  off  have  found 
jobs  in  St.  Louis  and  elsewhere,  manufacturing  employment  in  St.  Louis  in  1992 
was  5,000  below  its  level  for  1991  and  21,200  below  its  level  for  1990. 

Banking 

The  economic  health  of  the  Eighth  District  is  also  reflected  in  the  performance 
of  its  banks.  Over  the  last  decade,  Eighth  District  banks  have  generally  out- 
performed banks  of  similar  size  in  other  parts  of  the  country.  The  somewhat  better 
historical  performance  of  District  banks  reflects  their  comparatively  low  ratios  of 
overhead  expenses  to  assets  and  ratios  of  loan  losses  to  assets. 

This  historical  pattern  is  repeated  in  recent  national  and  District  bank  perform- 
ance. In  the  third  quarter  of  1992,  District  banks  recorded  a  return  on  average  as- 
sets— a  measure  of  bank  profitability — of  1.17  percent,  well  above  the  industry 
benchmark  of  1  percent  ana  the  national  average  of  1.06  percent.  District  banks  also 
outperformed  the  banks  in  the  nation  in  terms  of  return  on  average  equity,  despite 
net  interest  margins  that  closely  matched  the  national  pattern. 

Recent  improvements  in  the  spread  between  rates  earned  on  loans  and  rates  paid 
on  deposits  nave  undoubtedly  contributed  to  the  current  strength  in  commercial 
bank  earnings  nationwide.  There  are  several  other  factors,  however,  that  account 
for  the  comparatively  strong  performance  of  District  banks: 

•  Because  the  region's  economy  fared  relatively  well  during  the  1990-91  recession, 
District  banks  recorded  lower  levels  of  nonperforming  loans  as  a  percent  of  each 
loan  category — consumer,  commercial,  and  real  estate — than  did  most  of  their  na- 
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tional  peers.  Lower  ratios  of  nonperforming  loans  generally  translate  into  lower 
loan  losses. 

•  The  relatively  small  building  boom,  especially  in  commercial  real  estate,  in  the 
Eighth  District  during  the  mid  and  late  1980s  left  District  banks  less  subject  to 
loan  losses  from  real  estate  suffered  by  banks  in  other  regions  (see  figures  3  and 
4). 

•  The  comparatively  conservative  composition  of  District  bank  real  estate  loan  port- 
folios is  reflected  in  relatively  high  proportions  of  first  and  second  single-family 
mortgages  in  their  real  estate  loan  portfolios.  Such  loans  tend  to  have  lower 
nonperforming  and  loss  rates  than  other  types  of  real  estate  loans.  Currently, 
nonperforming  ratios  for  all  types  of  real  estate  loans  are  lower  at  District  banks 
than  at  national  peer  banks  (see  table  4). 

•  Over  the  last  five  years,  District  banks  have  consistently  had  capital  ratios  that 
exceed  regulatory  minimums  (see  table  5).  At  the  end  of  the  third  quarter  of  1992, 
only  one  of  the  District's  1,200  banks  failed  to  meet  the  "adequately  capitalized" 
requirement  under  the  prompt  corrective  action  provisions  of  the  Federal  Deposit 
Insurance  Corporation  Improvement  Act  of  1991  (FDICIA).  Even  more  impressive 
is  the  fact  that  only  12  District  banks  failed  to  meet  the  tougher  "well  capitalized" 
standards  under  FDICIA.  Because  District  banks  generally  have  capital  ratios 
that  exceed  regulatory  minimums,  they  are  well-positioned  to  meet  demands  for 
loans  and  other  banking  services. 

All  in  all,  it  is  fair  to  say  that  the  economy  of  the  Eighth  District  has  been  rel- 
atively stable  in  light  of  national  developments.  The  diverse  nature  of  the  District 
economy  has  contributed  to  this  stability,  with  pockets  of  strength  more  than  offset- 
ting areas  of  weakness.  Such  overall  stability  is  backed  up  by  the  strength  of  the 
banking  sector.  This  optimistic  evaluation  does  not  ignore  the  significant  structural 
adjustments  that  are  occurring  in  certain  sectors  and  regions.  Nevertheless,  in  my 
judgment,  were  it  not  for  these  unusually  large  structural  adjustments,  economic 
growth  in  the  District  would  be  comparable  with  that  of  earlier  recoveries. 

Views  on  Monetary  Policy 

I  would  now  like  to  turn  to  my  views  on  monetary  policy.  As  I  stated  initially, 
the  monitoring  of  regional  economic  conditions  provides  useful  insights  that  contrib- 
ute to  the  monetary  policymaking  process.  The  input  of  Reserve  Bank  presidents, 
who  are  briefed  on  a  broad  range  of  economic  viewpoints,  enriches  Federal  Open 
Market  Committee  discussions  of  national  economic  conditions.  Such  deliberations 
provide  the  backdrop  for  formulating  monetary  policy.  Nonetheless,  monetary  policy 
decisions  necessarily  must  be  made  Tor  the  nation  as  a  whole,  regardless  of  the  con- 
ditions in  any  one  district. 

In  reaching  judgments  on  policy,  I  try  to  keep  several  factors  in  mind.  They  in- 
clude the  goals  of  economic  policy;  the  role  of  monetary  policy  in  achieving  such 
goals;  the  usefulness  and  limitations  of  countercyclical  monetary  policy  actions;  and 
the  importance  of  an  indicator  to  gauge  the  thrust  of  monetary  policy  actions  over 
time.  I  will  discuss  each  of  these  issues  briefly. 

Goals 

The  goals  of  economic  policy  include  maximum  sustainable  growth  of  the  economy, 
a  high  level  of  employment,  and  stability  in  the  purchasing  power  of  the  dollar.  At 
one  time  there  was  thought  to  be  a  tradeoff  between  policies  pursuing  growth  and 
those  aimed  at  price  stability.  We  now  know  that  maximum  sustainable  economic 
growth  is  achieved  when  changes  in  the  price  level  cease  to  be  a  factor  in  economic 
decision  making.  It  is  no  accident  that  the  most  advanced  industrial  countries  and 
the  newly  industrialized  and  fast-growing  Asian  economies  have  been  comparatively 
successful  in  keeping  price  levels  stable. 

It  cannot  be  emphasized  too  strongly  that  reasonably  stable  prices  create  an  envi- 
ronment conducive  to  long-range  planning,  as  resources  are  used  productively  and 
not  expended  on  inflation  hedges.  Removing  the  distorting  effects  of  inflation  from 
real  price  signals  enhances  market  efficiency.  Low  and  stable  inflation  also  helps 
to  keep  interest  rates  low  by  removing  the  premium  that  investors  require  to  com- 
pensate themselves  both  for  expected  losses  due  to  rising  prices  and  for  the  risks 
of  making  long-term  commitments  in  a  world  with  price-level  uncertainty. 

Role  of  Monetary  Policy 

In  the  long  run,  monetary  policy  only  affects  prices.  Stimulative  monetary  policy 
actions  cannot  increase  the  economy's  long-run  growth.  The  potential  for  economic 
growth  is  determined  by  real  factors  such  as  the  growth  in  the  labor  force,  capital 
investment  and  increases  in  productivity.  Accordingly,  the  role  of  monetary  policy 
in  achieving  our  long-run  economic  goals  is  limited. 
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Countercyclical  Policy 

Countercyclical  monetary  policy,  however,  may  be  appropriate  in  the  short  run. 
Monetary  policy  actions  can  lay  the  foundation  for  recovery  by  bolstering  sagging 
monetary  growth  rates  during  a  recession  and  can  avoid  an  upward  spiral  in  infla- 
tion and  interest  rates  by  moderating  excessive  monetary  growth  during  an  eco- 
nomic expansion.  But  monetary  policy  is  a  blunt  tool.  Both  tne  magnitude  and  tim- 
ing of  the  effects  of  countercyclical  monetary  policy  actions  on  the  real  economy  are 
uncertain.  Excessive  countercyclical  monetary  policy  actions  are  destabilizing  be- 
cause they  necessitate  policy  reversals  down  the  road.  Consequently,  one  must  avoid 
sowing  the  seeds  for  the  next  inflation  when  fighting  recession  or  sowing  the  seeds 
for  the  next  recession  when  fighting  inflation. 

Monetary  Policy  Indicators 

Finally,  it  is  essential  to  have  indicators  of  the  thrust  of  monetary  policy  actions 
to  gauge  whether  monetary  policy  has  been  excessively  tight  or  easy.  Such  indica- 
tors should  be  tied  closely  to  Federal  Reserve  actions,  which  primarily  involve  add- 
ing or  draining  reserves  available  to  the  banking  system.  This  approach  leads  me 
to  monitor  the  behavior  of  total  reserves,  the  monetary  base  and  the  Ml  monetary 
aggregate.  These  variables,  observed  over  relatively  long  periods,  provide  a  reason- 
able gauge  of  the  stance  of  monetary  policy. 

The  behavior  of  broader  monetary  and  credit  aggregates,  such  as  M2,  can  also  be 
useful  in  formulating  and  evaluating  monetary  policy.  Averaged  over  three-  to  five- 
year  intervals,  M2  growth  has  been  an  indicator  of  the  growth  of  nominal  spending, 
although  this  relationship  is  now  being  re-evaluated.  But  monetary  policy  is  too 
complex  to  be  described  solely  by  the  behavior  of  a  single  variable,  especially  one 
over  which  the  Federal  Reserve  has  only  limited  control. 

The  portion  of  M2  that  is  most  directly  affected  by  Federal  Reserve  actions,  Ml, 
has  risen  at  double-digit  rates  during  the  last  two  years,  as  have  total  reserves  and 
the  adjusted  monetary  base.  The  slow  overall  growth  of  M2  has  been  due  entirely 
to  its  non-Mi  components,  which  Federal  Reserve  actions  affect  only  indirectly.  The 
growth  of  these  components  has  been  affected  by  the  very  steep  yield  curve,  the  rise 
in  deposit  insurance  premiums,  the  need  for  higher  capital  ratios,  increased  regu- 
latory oversight,  weak  credit  demand,  and  continuation  of  the  longer-run  trend 
channeling  credit  away  from  depository  intermediaries.  Consequently,  M2  growth 
has  slowed  despite  the  Federal  Reserve's  considerable  efforts  to  raise  it. 

Conclusion 

There  is  no  simple  rule  for  assessing  the  appropriateness  of  monetary  policy  at 
each  point  in  time.  Considerable  judgment  is  required  in  setting  policy.  Thus,  the 
Federal  Open  Market  Committee  benefits  greatly  from  the  diversity  of  views  that 
are  advanced  under  its  current  structure.  Ultimately,  the  effectiveness  of  monetary 
policy  must  be  evaluated  based  on  results — and  the  record  of  the  past  decade  is  rea- 
sonably good.  Despite  unusually  large  federal  budget  deficits,  complicated  inter- 
national developments  and  significant  financial  market  restructuring  and  disrup- 
tions, monetary  policy  has  been  successful  in  reducing  inflation  during  a  long  period 
of  moderate  economic  growth.  Though  set  back  by  recession  and  a  slow  recovery, 
monetary  policy  has  made  substantial  progress  in  regaining  credibility  with  respect 
to  controlling  inflation  and  has  laid  the  foundation  for  a  sustainable,  low-inflation- 
ary expansion  in  the  1990s.  No  one  can  know  what  the  future  holds,  but  if  accelerat- 
ing inflation  is  behind  us,  the  real  economy  will  be  on  a  firm  footing  for  genuine 
progress  in  the  years  ahead. 
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U.S.  and  Eighth  Federal  Reserve  District 
Disposable  Personal  Income,  1991 


Thousands  of  Dollars  per  Person 


Shaded  area  of  map  is  the  Eighth  Federal  Reserve  District. 
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Table  1 

U.S.  Eighth  District  Industrial  Composition  and 

District  Concentration  Index,  1989 


MANUFACTURING 


Percent  of 

Percent  of 

District 

Sector 

VS.  Total 

District  Total 
27.2% 

Index 

Total 

22.5% 

121 

Nondurable  Goods 

8.4 

10.9 

130 

Rubber  and  plastic  products 

0.7 

1.3 

186 

AppareJ  and  other  textile  products 

0.9 

1.2 

180 

Food  and  kindred  products 

1.7 

2.8 

165 

Paper  and  allied  products 

0.8 

1.2 

150 

Chemicals  and  allied  products 

1.8 

2.4 

133 

Printing  and  publishing 

1.1 

1.1 

100 

Tobacco  products 

0.1 

0.1 

100 

Petroleum  and  coal  products 

1.1 

0.5 

45 

Durable  Goods 

14.1 

16.3 

116 

Transportation  equipment 

2.6 

4.3 

162 

Motor  vehicles 

1.1 

2.4 

218 

Other 

1.5 

1.9 

127 

Fabricated  metals 

1.6 

1.9 

119 

Lumber  and  wood  products 

0.6 

0.7 

117 

Electrical  machinery 

2.2 

2.4 

109 

Primary  metals 

0.9 

0.9 

100 

Nonelectrical  machinery 

4.2 

4.1 

98 

NONMANUFACTURING  AND  AGRICULTURE 

Percent  of 

Percent  of 

District 

Sector 

U.S.  Total 

District  Total 

Index 

Agriculture,  Forestry,  Fisheries 

2.4% 

3.2% 

133 

Transportation,  Communications,  Pub.  Util. 

9.7 

10.7 

110 

Transportation 

3.8 

5.1 

134 

Communications 

2.6 

2.8 

108 

Public  utilities 

3.3 

2.8 

85 

Retail  Trade 

10.0 

10.5 

105 

Government 

10.1 

9.5 

94 

Federal  civilian 

2.2 

2.7 

123 

State  and  local 

6.8 

5.9 

87 

Wholesale  Trade 

7.4 

6.9 

93 

Finance,  Insurance,  Real  Estate 

14.6 

12.4 

85 

Banking 

1.5 

1.9 

127 

Insurance  carriers 

0.9 

0.7 

78 

Real  estate 

10.3 

8.3 

81 

Services 

15.8 

13.3 

84 

Health  services 

4.0 

4.3 

108 

Business  services 

3.8 

2.8 

74 

Legal  services 

1.0 

0.7 

70 

Mining 

3.1 

2.5 

81 

Coal  mining 

0.5 

1.9 

380 

Oil  and  gas  extraction 

2.3 

0.4 

17 

NOTE:  The  most  current  Gross  State  Product  data  are  from  1989    The 
percentage*  listed  for  the  United  States  represent  the  fraction  of  total 
output  in  the  United  States  the  sector  represents.  Similarly,  the  percent- 
ages listed  for  the  Eighth  Dlstnct  represent  the  fraction  of  total  output 
In  the  District  the  sector  represents.  A  concentration  index  number  for 
the  Dtsmct  represents  the  ratio  ot  the  sector's  share  in  the  Dlstnct  over 
the  sector's  share  in  the  United  States.  Thererore.  a  concentradon  index 


number  of  100  Implies  that  the  shares  of  the  sector  are  the  same  m 
both  the  national  and  Distnct  economies.  As  an  example.  Total  Manu- 
factunng  was  22.5  percent  ot  national  output  in  1989.  The  District's 
concentradon  index  number  of  121  means  that  Total  Manufacturing's 
share  tn  the  Distnct  economy  was  21  percent  greater  than  its  share  in 
the  national  economy   The  sectors  are  listed  in  descending  order  ot 
importance  by  sector  and  subsector  tor  the  Distnct. 
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table  2 

Unemployment  Rates  for  the  United  States  and 

the  Eighth  District 

Period  1:  Peak  and  Trough  of  Last  Recession 

July  1990  (Peak)  March  1991  (Trough) 

United  States  5.4%  6.8% 

Eighth  District  5.7  6.6 

Period  2:  Trough  of  Last  Recession  to  December  1992 

March  1991  (Trough)  December  1992 

United  States  6.8%  7.0%' 

Eighth  District  6.6  5.8 


Measured  as  of  February  1993. 
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Table  3 

U.S.  and  District  Bank  Performance  Ratios 


Ratio 


Return  on  Average 

Assets  (Annualized) 


All         VS. 

VS.     <S15B<      District      AR 


IL2        DP       KY1       MS1      MO1     TN1 


3rd  quarter  1992 

0.94% 

1.06% 

1.17% 

3rd  quarter  1991 

0.S9 

0.69 

0.97 

Return  on  Average 

Equity  (Annualized) 

3rd  quarter  1992 

13.38 

13.59 

14.39 

3rd  quarter  1991 

8.78 

9.33 

12.24 

Net  Interest  Margin 
(Annualized) 

3rd  quarter  1992 

4.47 

4.82 

4.47 

3rd  quarter  1991 

4.15 

4.51 

4.23 

1.39%  1.21%  1.06%   1.07%   1.25%  1.11%    1.16% 
1.19      1.00      0.96       1.00       1.10      0.84      0.86 


16.10    13.59    12.01     13.29 
13.95    11.50    10.99     12.48 


4.60      4.60      4.61       4.22 
4.40      4.17      4.23      4.05 


13.87    14.42 
12.78    11.58 


5.06      4.27 
4.72      4.03 


16.10 
12.12 


4.67 
4.58 


Nonperf orcning  Imhi  as  a 
percent  of  Total  Loans3 

3rd  quarter  1992 
3rd  quarter  1991 


3.43 
3.94 


2.60 
3.12 


1.43 
1.84 


1.27      1.74 
1.80      2.05 


1.06 
1.50 


1.39 
1.91 


1.34      1.53 
1.40      1.93 


1.45 
1.74 


Net  Loan  Losses  as  a  percent 
of  Average  Total  Loans 
(Annualized) 

3rd  quarter  1992  1.22         1.02  0.56         0.34     0.75      0.52      0.67      0.51      0.45      0.81 

3rd  quarter  1991  1.49         1.22  0.66         0.36     0.69      0.49      0.64      0.61      0.65       1.16 


1  U.S.  banks  with  average  assets  of  less  than  $15  billion  are  shown  separately 
to  make  comparisons  with  District  banks  more  meaningful,  as  there  are  no 
District  banks  with  average  assets  greater  than  J15  billion. 

2  Includes  only  that  portion  of  the  state  within  the  Eighth  District  boundanes. 

3  Includes  loans  90  days  or  more  past  due  and  nonacoual  loans. 


SOURCE;  FFIEC  Reports  of  Condition  and  Income  for  Insured  Commercial  Banks.  1991-92. 
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Table  4 

Nooperf  orming  Real  Estate  Loans  as  a  Percent  of  Real  Estate 

Loans  by  Type,  as  of  September  30,  1992 ' 


Loan  Type 

District  Banks 

U.S.  Peer  Banks2 

Residential 

One-to-four  family 

0.49% 

0.67% 

Home  equity  lines  of  credit 

0.47 

0.68 

Multi-family 

2.96 

3.46 

Commercial 

Construction  and  land  development 

2.53 

10.32 

Nonfarm,  nonresidential 

2.25 

4.23 

Agricultural 

1.98 

2.41 

Total 

1.54 

3.15 

1  Nonperforming  loans  Include  loans  90  days  or  more  past  due 
and  nonaccrual  loans.  Each  ratio  measures  the  portion  of  that 
loan  type  that  is  nonperforming. 

2  Includes  only  those  banks  of  comparable  size  to  District  banks. 


Table  5 

Proportion  of  Banks  with  Deficient 

Regulatory  Capital  Ratios1 


19922 

1991 

1990 

1989 

1988 

District  banks 

1.17% 

1.45% 

1.60% 

0.88% 

0.47% 

U.S.  peer  banks1 

3.11 

4.21 

3.52 

2.87 

3.86 

For  1990,  1991  and  1992,  the  binding  regulatory  capital  constraint  used  is  total  capital 

to  risk-adjusted  assets;  for  1988  and  1989,  the  primary  capital  ratio  is  the  binding  capital 

constraint  used. 

As  of  the  end  of  the  third  quarter. 

Includes  only  those  banks  of  comparable  size  to  District  banks.  For  1991  and  1992,  the 

peer  group  is  those  U.S.  banks  with  average  assets  of  less  than  $15  billion;  for  1988-90, 

the  asset  cutoff  is  $10  billion. 
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Figure  1 

U.S.  and  Eighth  District  Employment 
Growth 


Percent 


Recession 
July  1990  -  March  1991 


District  U.S.  District  U.S.  District  U.S. 


Percent 
1 


Recovery/Expansion 
March  1991  -  December  1992 


-1 


-2 

-3- 

-4 

-5 

-6- 

-7 


District      U.S.     District      U.S.     District      U.S. 


|  Total        |  :■'■■■ '-Wj  Goods    |         |  Services 

NOTE:  Growth  rates  are  compounded  annual  rates  calculated 
from  three-month  moving  average  data.  Because  of  state  data 
limitations,  the  sample  period  ends  in  December  1992. 
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Figure  2 

Employment  in  Transportation  Equipment 
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Figure  3 

Real  U.S.  and  District  Residential  Construction 


District 


Billions  of  Dollars  (1987  Prices) 


U.S. 


Shadad  nai  ara  panods  ol  buanan  mcaaaon. 
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Figure  4 

Real  U.S.  and  District  Nonresidential  Construction 


District 
0.8 


Billions  of  Dollars  (1987  Prices) 


U.S. 
8.0 
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TESTIMONY  OF  ROBERT  P.  FORRESTAL 

President  and  Chief  Executive  Officer 

Federal  Reserve  Bank  of  Atlanta 

I  am  pleased  to  appear  before  this  committee  today  to  discuss  economic  conditions 
in  the  Sixth  Federal  Reserve  District  and  to  provide  my  views  on  appropriate  mone- 
tary policy.  I  will  first  review  current  economic  conditions  in  the  District  and  the 
prospects  for  1993.  Then  I  will  turn  to  the  longer-term  outlook  for  the  region  and 
some  challenges  related  to  lingering  disparities  in  income  growth  in  the  southeast- 
ern states.  This  perspective  will  bring  me  to  my  final  subject,  monetary  policy. 

The  issue  of  sustainable  growth  is  of  special  concern  to  me  because  of  the  uneven 
performance  of  the  Southeast.  Over  the  last  few  decades  we  have  experienced  some 
relatively  rapid  growth,  most  notably,  perhaps,  in  the  Atlanta  environs.  Middle  Ten- 
nessee has  also  performed  relatively  well,  as  have  most  of  Florida  and  sections  of 
Alabama. 

However,  the  Sixth  Federal  Reserve  District  is  an  extremely  diverse  economy,  en- 
compassing Georgia,  Florida,  Alabama,  two-thirds  of  Tennessee,  and  the  southern 
halves  of  Mississippi  and  Louisiana.  For  many  decades  the  states  that  make  up  this 
District  were  some  of  the  most  impoverished  in  the  nation.  Even  today,  by  many 
measures  of  social  well-being,  Sixth  District  states  continue  to  underperform  the  na- 
tion. For  example,  the  proportion  of  children  living  below  the  poverty  line  exceeds 
the  national  average  in  every  District  state  and  reaches  about  30  percent  in  Mis- 
sissippi. All  the  District  states  with  the  exception  of  Florida  have  lower-than-na- 
tional-average  per  capita  disposable  personal  income.  And  Florida,  Georgia,  and 
Louisiana  represent  three  of  the  four  states  across  the  nation  with  the  lowest  high 
school  graduation  rates.  These  few  figures  hint  at  my  views  about  macroeconomic 
policy.  As  I  will  share  with  you,  I  favor  a  policy  mix  that  fosters  long-term  invest- 
ment. Only  through  the  creation  of  physical  and  human  capital  can  the  poorer  areas 
of  the  Sixth  District  share  in  the  successes  of  the  more  prosperous  areas. 

Current  Economic  Conditions  and  Outlook  for  1993 

Overview.  As  background  to  this  view,  let  me  begin  with  current  economic  condi- 
tions in  the  Sixth  District.  After  sharing  weak  conditions  with  the  rest  of  the  nation, 
the  southeastern  economy  began  improving  in  the  middle  of  last  year.  Regional  non- 
farm  payroll  employment  increased  moderately  through  the  end  of  1992.  From  Jan- 
uary of  1992  to  January  of  1993,  states  in  the  Sixth  District  reported  over  300,000 
new  jobs,  a  2.2  percent  growth  rate.  This  compares  with  a  0.6  percent  increase  in 
payroll  employment  for  the  nation  over  the  same  period.  Most  of  the  increases  were 
posted  in  services,  construction,  wholesale  trade,  and  durable  goods  manufacturing. 
The  District's  seasonally  adjusted  unemployment  rate  stood  at  7.3  percent  in  Janu- 
ary of  this  year,  fed  by  high  jobless  rates  in  Alabama,  Louisiana,  and  Florida  that 
pulled  the  regional  average  above  the  nation's.  However,  Florida,  the  only  state  with 
more  recent  employment  statistics,  experienced  a  sharp  decline  in  unemployment  in 
February — to  6.7  percent. 

After  enjoying  significant  increases  in  holiday  sales,  with  many  areas  showing 
double-digit  percentage  gains  over  year-ago  levels,  retailers  saw  sales  holding  up 
fairly  well  in  the  first  quarter.  Realtors  and  home  builders  have  been  seeing  ongoing 
improvements  in  most  single-family  markets.  Manufacturers  are  reporting  modest 
increases  in  production.  Bankers  indicate  that  consumer  and  business  loan  demand 
is  picking  up.  Except  for  some  construction  materials,  wholesale  and  retail  prices 
have  remained  stable  and  wage  gains  modest.  Contacts  across  the  District  suggest 
that  consumer  and  business  confidence  has  revived. 

In  1993  growth  in  the  Southeast  should  outpace  the  nation.  The  region's  con- 
centration in  household  textiles,  furniture,  appliances,  and  lumber  production  will 
be  boosted  by  national  strength  in  single-family  construction  while  new  construction 
to  replace  losses  from  Hurricane  Andrew  will  add  further  to  demand.  In  addition 
to  the  housing  rebound,  the  Southeast,  which  has  been  treating  timber  as  a  cul- 
tivated crop  for  decades,  stands  to  benefit  from  environmental  restrictions  in  the 
Northwest  through  the  1990s. 

Drags  from  defense  cutbacks  and  state  government  fiscal  problems  are  also  likely 
to  have  relatively  less  impact  in  the  Southeast.  Although  defense  contractors  in  the 
region  are  suffering,  the  Sixth  District  is  expected  to  be  hurt  relatively  less  by 
spending  cutbacks  because  defense  production  is  a  less  important  factor  than  in 
other  regions.  In  addition,  the  Southeast  will  probably  not  be  hit  as  hard  as  the  rest 
of  the  nation  by  the  U.S.  Defense  Departments  current  base  reduction  plans. 

The  Southeast  is  also  comparatively  less  hampered  by  state  and  local  government 
budget  problems.  Although  several  states  are  currently  considering  some  form  of 
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revenue  enhancement  and  budgets  have  certainly  been  tight,  the  problems  generally 
have  not  been  as  significant  as  those  found  elsewhere,  nor  are  they  expected  to  be. 

Of  course,  lingering  problems  will  keep  growth  only  moderate.  Several  forces  that 
limited  employment  gains  in  1992  area  still  in  effect.  Excess  real  estate  investment 
from  the  1980s  will  continue  to  dampen  office,  apartment,  and  condominium  con- 
struction. Employment  in  service  industries  should  grow  more  rapidly  in  1993  as 
demand  for  business  and  personal  services  picks  up,  but  the  possibility  of  further 
consolidation  in  a  number  of  industries,  including  banking,  airlines,  and  commu- 
nications, will  continue  to  restrain  total  employment  growth  through  1993.  On  bal- 
ance, though,  the  Southeast's  economy  is  likely  to  expand  more  rapidly  than  the  na- 
tion's in  1993. 

RETAIL  ACTIVITY.  According  to  the  vast  majority  of  our  retail  contacts,  after  a 
strong  holiday  season  with  increased  spending  noted  across  a  wide  range  of  goods 
from  apparel  and  household  textiles  to  big-ticket  items  such  as  electronics,  appli- 
ances, and  furniture,  year-over-year  consumer  spending  growth  continued  in  Janu- 
ary and  early  February.  Most  retailers  are  upbeat  about  near-term  prospects,  and 
they  are  also  generally  happy  with  current  inventory  levels.  Auto  sales  growth,  how- 
ever, has  been  less  uniformly  positive  across  the  region. 

Tourism  continues  to  be  a  positive  force  in  the  regional  economy.  Air  passenger 
traffic,  particularly  international  arrivals,  was  significantly  above  year-ago  levels  in 
December.  Reports  of  convention  attendance  in  early  1993  show  that  it  is  exceeding 
year-ago  levels;  industry  contacts  indicate  that  advance  bookings  through  at  least 
midyear  are  strong. 

Looking  ahead,  Hurricane  Andrew  will  continue  to  generate  a  spending  surge  on 
building  materials  and  related  household  goods  in  Southern  Florida  and  Louisiana 
through  most  of  the  year.  Although  localized,  the  stimulus  is  likely  to  be  large 
enough  to  boost  regional  sales  by  an  additional  1.5  percentage  points,  to  well  above 
1992  levels  and  comfortably  above  the  expected  national  pace.  In  addition,  pre- 
viously postponed  purchases  of  autos,  household  goods,  and  other  big-ticket  items 
as  well  as  increased  home  sales — new  and  resales — will  support  purchases  of  appli- 
ances, furnishings,  and  household  textiles  next  year. 

The  stimulus  from  Hurricane  Andrew  will  peak  in  the  second  half  of  the  year  as 
insurance  proceeds  are  exhausted.  When  hurricane-related  construction  slows  after 
midyear,  spending  generated  by  rebuilding  in  Florida  and  Louisiana  will  begin  to 
fade,  in  turn  causing  overall  consumer  spending  gains  in  the  region  to  decelerate. 
Stimulus  from  moderate  increases  in  total  employment  and  incomes  will  be  left,  but 
that  cannot  sustain  the  current  pace  of  consumption  growth  in  the  Southeast.  None- 
theless, the  retail  work  force  is  expected  to  expand  somewhat  faster  than  total  em- 
ployment through  1993. 

MANUFACTURING.  Manufacturing  in  both  the  Southeast  and  the  nation  currently 
employs  between  16  percent  and  17  percent  of  the  nonagricultural  work  force.  How- 
ever, the  regional  average  does  not  accurately  reflect  the  importance  of  manufactur- 
ing activity  in  the  different  District  states.  Low  manufacturing  concentrations  in 
Florida  and  Louisiana  veil  the  importance  of  factories  as  employers  in  Georgia,  Ten- 
nessee, Alabama,  and  Mississippi.  The  Southeast's  considerably  greater  dependence 
on  nondurable  production — 52  percent  of  total  factory  employment  versus  43  percent 
nationally — has  given  the  region  an  advantage  since  mid-1991. 

District  manufacturers  reported  moderate  increases  in  activity  through  February. 
Industry  spokespersons  note  that  production  and  shipments  continue  to  increase  for 
textile  and  apparel  plants.  An  improving  national  housing  market  is  supporting  car- 
pet production  although  the  glut  of  office  space  nationally  is  depressing  the  outlook 
for  commercial  textile  products.  Contacts  also  note  improving  conditions  for  elec- 
tronic equipment  and  rubber  and  plastic  producers.  According  to  preliminary  figures 
from  the  Atlanta  Fed's  monthly  survey  of  southeastern  manufacturers,  almost  two- 
fifths  of  responding  plants  indicated  increased  production  during  February,  com- 
pared with  15  percent  reporting  declines.  More  than  half  the  respondents  expect 
production  and  shipments  to  increase  over  the  next  six  months.  About  half  of  the 
survey  respondents  think  that  new  orders  will  be  greater  six  months  from  now.  A 
third  of  responding  firms  expect  to  increase  investment  over  the  next  six  months. 

Among  specific  industries  within  the  manufacturing  sector,  textile  and  apparel 
producers  account  for  a  large  proportion  of  regional  employment.  Textile  ana  ap- 
parel factories  began  adding  jobs  in  mid-1991  as  the  national  housing  recovery 
spurred  orders  for  carpets  and  household  textiles  generally  and  rising  apparel  sales 
inspired  retailers  to  begin  rebuilding  inventories  that  had  been  sliced  to  the  bone 
during  three  tough  years.  The  upward  tick  in  apparel  demand  through  early  1992 
provided  only  temporary  relief  to  an  embattled  industry,  however.  By  the  second 
half  of  the  year,  apparel  employment  was  already  beginning  to  look  unsteady.  The 
long-term  trend  toward  lower  employment  should  resume  over  the  next  year  as  ap- 
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parel  production  continues  to  become  more  capital-intensive  or  is  moved  offshore. 
Fortunately,  gains  in  housing  activity  and  stability  in  the  nonresidential  sector 
should  continue  to  strengthen  the  demand  for  textiles. 

The  region  also  has  a  concentration  of  producers  of  pulp  and  paper  products  and 
food  processors.  Production  of  pulp  and  paper  products  advanced  convincingly  in 
1992  as  improved  shipments  and  distribution  activity  stirred  demand  for  boxes  and 
paperboard.  Food  processing  also  continued  to  expand  at  a  steady  pace  last  year. 
The  expansion  nationally  should  continue  to  boost  demand  for  pulp  and  paper  prod- 
ucts through  1993,  and  steady  growth  in  food  processing  should  be  sustained. 

Regional  and  national  producers  of  machinery,  fabricated  metals,  and  electronics 
all  suffered  during  the  past  year.  In  general,  though,  their  troubles  struck  the 
Southeast  less  severely  because  these  industries  are  not  as  crucial  to  the  region's 
total  factory  output  as  they  are  in  the  nation  in  general.  The  expansion  of  auto  pro- 
duction capacity  in  Tennessee  provided  a  welcome  respite  to  an  otherwise  gloomy 
transportation  equipment  sector  in  the  region.  The  national  upturn  in  demand  for 
durable  goods  bodes  well  for  these  industries. 

The  main  weakness — past,  present,  and  future — in  durable  production  nationally 
revolves  around  defense,  but  regional  declines  in  defense-related  activity  should  be 
comparatively  less  significant  than  in  the  United  States  as  a  whole.  The  six-state 
region  represents  13.5  percent  of  total  U.S.  employment  but,  according  to  the  U.S. 
Department  of  Defense,  is  home  to  only  10.5  percent  of  the  nation's  defense-related 
jobs.  In  a  recently  released  Congressional  Budget  Office  ranking  of  states  by  pro- 
jected effects  of  defense  employment  declines  through  1996,  no  southeastern  states 
appear  in  the  top  ten.  Declines  in  the  region's  defense-related  production  should  also 
be  mitigated  somewhat  by  a  national  recovery  in  demand  for  durable  goods.  All  in 
all,  manufacturing  should  lend  strength  to  the  southeastern  economy  in  1993. 

CONSTRUCTION.  Construction  in  the  Southeast  reached  a  trough  in  late  1992  after 
four  years  of  steady  decline.  Since  its  peak  in  1988,  when  the  industry  employed 
nearly  790,000  workers  in  the  region  (7  percent  of  the  total  job  base),  125,000  jobs 
have  been  lost,  paring  construction  employment  to  4.5  percent  of  the  work  force — 
equal  to  the  current  national  average.  Most  of  the  job  losses  occurred  in  Florida  and 
Georgia,  the  Southeast's  boom  states  in  the  1980s.  Alabama  and  Tennessee  posted 
modest  construction  layoffs  while  Louisiana  and  Mississippi  registered  offsetting 
gains. 

After  adjusting  for  seasonal  variation,  realtors  reported  that  home  sales  continued 
to  rise  in  most  areas  of  the  Sixth  District  into  the  first  quarter.  They  noted  in- 
creased traffic  and  interest  in  low-  to  mid-priced  new  and  existing  homes,  while 
most  reported  little  change  in  inventories,  a  growing  minority  have  seen  some  ab- 
sorption of  excess  space  in  the  resale  market.  Home  prices  have  remained  mostly 
steady  except  for  new  construction,  where  higher  materials  prices  are  reported  to 
be  pushing  housing  prices  up.  Realtors  attributed  sales  gains  to  low  mortgage  rates 
ana  increased  consumer  confidence.  The  majority  are  optimistic  about  sales  pros- 
pects during  1993. 

Looking  at  construction  activity,  single-family  building  continues  to  improve.  Per- 
mits continued  to  edge  higher  through  the  end  of  1992,  and  most  builders  contacted 
anticipate  further  sales  gains  in  1993.  Multifamily  development  in  the  Southeast 
continues  to  be  plagued  by  relatively  high  vacancies,  only  moderate  economic 
growth,  a  demographic  shift  that  has  reduced  the  traditional  pool  of  young  adult 
renters,  and  the  declining  relative  price  of  starter  homes.  Still,  with  a  virtual  ab- 
sence of  new  development  in  most  markets  since  1991,  occupancy  rates  are  edging 
higher,  effective  rental  rates  are  firming,  and  "bottom-fishing"  investors  are  more 
active  in  buying  up  nonperforming  properties.  While  offering  Tittle  sign  of  recovery, 
the  supply  imbalances  are  clearly  abating,  and  the  long  slide  in  multifamily  develop- 
ment appears  to  be  over.  Modest  gains  in  multifamily  development  could  occur  m 
1993,  but  the  recent  rebound  in  residential  investment  will  probably  slow  except  for 
hurricane-initiated  activity. 

Commercial  construction  remains  stagnant  in  most  markets  in  the  District.  Poten- 
tial developers  of  speculative  projects  are  still  having  a  hard  time  finding  credit. 
Stagnant  office  development  reflects  developers'  sober  assessment  of  how  slowly  the 
growth  in  white-collar  employment  is  likely  to  absorb  excess  office  supply.  Some 
positive  signs  are  beginning  to  appear,  however.  Large  contiguous  blocks  of  space 
are  becoming  scarcer  in  major  metropolitan  areas,  and  effective  rental  rates  are 
inching  upward.  In  some  areas,  the  lack  of  new  product  has  resulted  in  lower  va- 
cancy rates  amid  a  slow  recovery  in  net  absorption.  The  value  of  contracts  for 
nonresidential  private  construction  in  the  region  appears  to  have  hit  bottom  in  mid- 
1992.  As  net  absorption  slowly  gains  momentum  in  1993,  it  should  set  the  stage  for 
modest  increases  in  office  development  beginning  late  in  1993  or  in  early  1994. 
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In  addition  to  these  regionwide  developments,  Hurricane  Andrew  has  ensured  a 
temporary  construction  boom  in  Southern  Florida  and,  to  a  lesser  extent,  Southern 
Louisiana.  Repairing  $15  billion  to  $20  billion  in  damages  to  residential,  commer- 
cial, and  public  structures  may  require  20,000  to  30,000  additional  construction  la- 
borers at  the  work's  peak  in  the  second  half  of  1993.  However,  by  late  1994  the 
withdrawal  of  these  jobs  and  incomes  will  begin  to  exert  a  significant  drag  on  those 
local  economies. 

SERVICE  SECTOR.  Performance  of  the  region's  business  and  professional  service 
producers  typically  parallels  the  nation's.  Although  regional  demand  for  transpor- 
tation, telecommunications,  and  financial  services  is  likely  to  rise  in  1993,  employ- 
ment growth  in  these  industries  will  be  constrained  by  continued  restructuring. 
Major  corporations  continue  to  announce  long-term  commitments  to  reducing  staff 
levels.  Telecommunications  and  software  companies  are  facing  intense  competition. 
Airline  bankruptcies  have  served  a  particularly  hard  blow  to  the  region  in  the  past 
two  years.  While  remaining  carriers  have  taken  up  most  of  the  slack  in  service, 
most  of  the  laid-off  employees  have  not  been  rehired  and  remaining  carriers  are  cut- 
ting jobs. 

Business  services  employment,  which  rebounded  in  1992  after  declining  in  1991, 
reflects  broad  efforts  at  consolidation  and  cost  reduction.  Part  of  1992's  rebound  can 
be  attributed  to  temporary  agencies,  which  are  defined  as  a  business  service.  In- 
creasingly, firms — ranging  from  insurance  agencies  to  hospitals — use  temporary 
agencies  to  meet  fluctuations  in  demand  for  services  and  to  hold  down  costs,  to  limit 
long-term  commitments,  and  to  screen  prospective  employees. 

Employment  gains  in  health  services,  which  maintained  rapid  employment  growth 
rates  during  the  recession,  have  begun  to  slow,  perhaps  the  victim  of  excess  capacity 
as  competition  among  hospitals  and  physicians  is  intensifying.  While  employment 
growth  in  this  sector  will  continue  to  advance  more  rapidly  than  total  employment 
in  1993,  the  rate  should  slow  significantly. 

State  legislatures  in  the  District  have  reconvened.  Coincident  with  the  pickup  in 
regional  economic  activity,  state  and  local  tax  revenues  are  generally  improving. 
Nevertheless,  Alabama,  Florida,  and  Louisiana  are  all  considering  ways  to  increase 
revenues.  Tennessee  legislators  may  make  permanent  a  state  sales  tax  hike  tempo- 
rarily imposed  last  year.  Georgia  is  enjoying  relatively  vigorous  growth  in  its  tax 
receipts,  and  Mississippi  is  actually  running  a  moderate  budget  surplus. 

Wages  AND  PRICES.  Upward  wage  pressures  are  virtually  nonexistent  in  the  Dis- 
trict at  this  time.  Corporate  restructuring  and  downsizing  continue  to  hold  back 
wage  increases  and  new  hiring.  Most  respondents  to  the  previously  mentioned  man- 
ufacturers' survey  reported  no  changes  in  prices  received  for  finished  products  or 
prices  paid  for  materials  in  February.  Only  one-fourth  of  surveyed  firms  hope  to 
raise  finished-product  prices  in  the  next  six  months.  Discussions  with  other  contacts 
reveal  some  uncertainty  about  whether  modest  price  increases  will  stick  because  of 
the  competitive  environment. 

A  Comparison  of  District  States.  Turning  to  the  outlook  for  specific  states, 
Georgia,  Tennessee,  and  Florida  have  more  growth  potential  in  1993  than  the  other 
states  of  the  region.  By  year's  end  1992,  both  Georgia  and  Tennessee  were  exhibit- 
ing well-entrenched  and  relatively  balanced,  moderate  economic  recoveries.  Georgia 
seems  to  be  back  on  a  favorable  track  after  having  absorbed  several  significant  neg- 
ative economic  shocks  over  the  past  four  years,  but  it  faces  some  drag  from  the 
shrinkage  in  airline  and  defense  payrolls.  Tennessee  is  experiencing  employment 
gains  in  manufacturing,  especially  in  auto-related  industries.  Both  states  should 
grow  moderately  faster  than  the  nation.  Florida,  the  most  populous  state  in  the  Dis- 
trict, has  lagged  behind  the  region  in  recovery.  It  began  to  show  signs  of  doing  bet- 
ter in  the  latter  part  of  1992.  Despite  the  effects  of  defense  cuts  on  Florida's  manu- 
facturers, improved  tourism  and  exports  to  Latin  America  will  probably  be  enough 
to  put  Florida's  growth  on  par  with  the  region's  in  1993.  Added  to  those  forces,  re- 
building after  Hurricane  Andrew  will  provide  an  additional  boost  for  jobs  and  in- 
comes. Thus,  Florida  too  is  likely  to  grow  at  a  rate  above  the  regional  average,  but 
this  momentum  may  begin  to  fade  by  year-end. 

Mississippi  and  Alabama  mostly  steered  clear  of  the  national  recession  during 
1990  and  1991.  However,  Mississippi's  prospects  in  1993  are  dimmed  by  expected 
defense-related  layoffs,  and  Alabama's  modest  growth  should  not  measure  up  to  the 
regional  average  because  of  deceleration  in  apparel,  textiles,  and  public  sector  em- 
ployment. Louisiana's  energy-based  economy  may  be  running  against  the  region's 
general  trend  and  faces  the  prospect  of  a  continuation  of  the  state's  current  eco- 
nomic slump  in  1993  even  as  the  moderate  national  expansion  builds  momentum. 
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Long-Term  Growth  Challenges 

The  Southeast's  generally  positive  short-term  prospects  are  based  mainly  on  tem- 
porary advantages.  In  the  longer  term,  sustaining  and  broadening  the  growth  that 
many  parts  of  the  Southeast  are  likely  to  experience  in  1993  will  depend  upon  the 
region's  ability  to  attract  capital  and  labor  and  its  response  to  underlying  structural 
changes  in  the  domestic  economy  as  well  as  to  international  competition.  Compara- 
tively low  wages  and  taxes  in  the  six  southeastern  states  will  continue  to  draw  rel- 
atively labor-intensive  investment.  Unfortunately,  however,  many  areas  of  the 
Southeast  are  not  set  to  deliver  the  skilled,  flexible  work  force  increasingly  needed 
to  use  sophisticated  factory  and  office  technology  and  to  compete  internationally. 

Growth  in  the  Sixth  District  over  the  last  two  decades  has  been  fed  and  sustained 
by  attracting  capital,  both  physical  and  human,  from  other  parts  of  the  country  and 
overseas.  The  substantial  rise  in  incomes  in  middle  Tennessee  has  sprung  in  large 
measure  from  decentralization  of  manufacturing.  Atlanta's  growth  has  come  from 
this  trend,  decentralization  of  corporate  headquarters,  and  outsourcing  of  business 
services,  along  with  a  spectacular  rate  of  successful  small  business  start-ups.  What 
all  these  sources  of  jobs  have  in  common  is  a  long-term  commitment  of  capital  and 
skills  to  the  region. 

These  commitments  would  not  have  been  made  without  the  expectation  of  a  long- 
run  payoff  to  the  investments.  The  Ph.D.s,  engineers,  and  highly  skilled  workers 
who  nave  relocated  to  the  Southeast  would  not  nave  come  were  it  not  for  their  ex- 
pectation of  a  better  standard  of  living  as  a  result  of  their  move.  The  physical  cap- 
ital would  not  have  been  attracted  to  the  region  if  the  investors  did  not  think  that 
the  long-term  payoff  would  be  higher  here  than  elsewhere.  In  short,  our  growth  has 
been  based  on  a  variety  of  decisions  that  are,  in  one  form  or  another,  motivated  by 
relatively  favorable  long-term  views  of  the  Sixth  District. 

However,  the  region  has  not  succeeded  in  economic  improvements  to  all  localities 
or  segments  off  the  population.  The  disparity  in  the  1993  outlook  for  the  six  states 
as  well  as  the  statistics  on  educational  attainment  and  per  capita  personal  income 
I  provided  at  the  outset  attest  to  this  shortcoming.  To  overcome  it  will  require  more 
long-run  investment  in  both  physical  and  human  capital.  However,  such  a  lasting 
commitment  requires  a  hospitable  economic  environment  that  people  expect  to  be 
maintained  over  time.  Moreover,  this  stability  cannot  be  maintained  on  a  local  or 
regional  level  without  the  sustained  presence  of  appropriate  macroeconomic  condi- 
tions, attendant  with  a  sound  fiscal  and  monetary  policy  mix.  This  observation 
brings  me  to  the  third  and  final  aspect  of  my  remarks,  namely,  monetary  policy. 

The  Role  of  Monetary  Policy 

The  most  important  role  of  monetary  policy  is  to  provide  an  environment  in  which 
the  most  productive  outcomes  will  occur.  Such  an  environment  is  one  that  allows 
for  a  focus  on  the  longer  run;  it  is  one  in  which  resources  are  not  distracted  or  di- 
verted to  deal  with  short-term  distortions  and  temporary  imbalances.  In  such  cir- 
cumstances, resources,  both  physical  and  financial,  can  be  used  to  their  greatest  effi- 
ciency and  yield  their  highest  output  and  reward. 

I  am  well  aware  of  the  loss,  inefficiency,  and  waste  that  is  behind  the  human 
tragedy  of  unemployment,  and  I  am  equally  aware  of  the  terrible  cost  of  inflation. 
It  is  the  role  of  monetary  policy  to  put  some  credible  bounds  on  expectations  about 
inflation  and  unemployment.  Thus,  the  Fed  not  only  must  provide  assurances  that 
inflation,  now  or  in  the  future,  will  not  be  allowed  to  rise  enough  to  become  an  im- 
portant consideration  in  private  decisions  but  also  must  support  expectations  that 
disruptions  to  the  economy  in  the  presence  of  unforeseen  and  unwelcome  shocks  will 
be  mitigated.  In  this  sense,  I  see  the  role  of  the  Fed  as  promoting  stability,  not  just 
in  prices  but  also  in  income  and  employment  growth  as  well.  This  setting  is  a  criti- 
cal ingredient  in  the  creation  of  sustainable  growth  because  a  stable  environment 
will  support  the  long-term  planning  horizon  necessary  for  the  investment  that  will 
create  jobs  and  nurture  high  value-added  firms. 

Of  course,  the  Fed  must  seek  to  create  and  maintain  these  conditions  in  a  world 
of  uncertainty.  We  all  know  that  history  does  not,  in  fact,  usually  repeat  itself.  In 
addition,  the  Fed  must  bring  to  bear  on  its  decisions  an  understanding  of  the  social 
preferences  of  the  American  public.  Given  the  uncertainty  inherent  in  policymaking 
and  the  difficulty  of  assessing  risks,  monetary  policy  may  sometimes  have  to  steer 
the  economy  gradually  to  the  desired  conditions  of  price  stability  and  output  growth. 

In  most  advanced  economies,  policy  institutions  were  created  over  the  last  century 
to  mitigate  the  transition  costs  of  economic  corrections.  In  the  nineteenth  century, 
business  cycle  fluctuations  were  much  sharper  than  they  are  today.  Imbalances 
were  corrected  by  sharp  implosions  in  financial  markets,  severe  contractions  in  out- 
put and  money  wages,  and  costly  dislocations  of  resources.  Prices  also  tended  to  fall 
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across  the  board,  sometimes  quite  dramatically.  Then  economic  growth  began 
afresh. 

Although  such  swift  and  clean  adjustments  have  a  certain  theoretical 
attractiveness,  these  abrupt  changes  were  unnecessarily  costly  for  those  adversely 
affected.  Sometimes,  in  the  rush  of  a  collapse,  sound  businesses,  banks,  and  house- 
holds were  financially  ruined  because  their  assets  were  not  liquid  and  they  lacked 
the  time  to  find  the  means  to  liquidate  them.  Over  time,  a  variety  of  economic  policy 
institutions  and  measures  were  established  to  mitigate  and  attenuate  this  process. 

This  broadly  ameliorative  aspect  of  macroeconomic  policy  is  still  the  Fed's  man- 
date. I  believe  the  Fed,  like  other  policy  institutions  that  act  on  behalf  of  society, 
must  keep  public  preferences  in  mind  when  pursuing  social  goals.  As  a  practical 
matter,  this  social  obligation  means  that  none  of  the  transitions  should  be  exces- 
sively traumatic. 

To  make  monetary  policy  in  a  context  of  uncertainty,  complexity,  and  trade-offs, 
the  Federal  Open  Market  Committee  seeks  to  reach  decisions  Dy  consensus,  and  this 
consensus  is  based  not  only  on  economic  statistics  and  forecasts  but  also  on  informa- 
tion gathered  from  Americans  at  work  in  the  economy.  As  a  Reserve  Bank  presi- 
dent, I  am  able  to  share  with  my  Washington-based  colleagues  my  interpretations 
of  the  latest  economic  data  and  models  as  well  as  the  opinions  and  experiences  of 
people  in  the  Southeast.  I  meet  regularly  with  business  executives,  bankers,  farm- 
ers, labor  leaders,  educators,  and  others.  These  people  share  with  me,  in  confidence, 
current  and  sensitive  information  about  their  firms,  changes  in  the  size  of  the  work 
force,  early  warning  signals  of  inflation,  credit  availability,  and  what  they  believe 
should  be  done  about  the  way  things  are  turning  out.  By  bringing  together  a  broad 
range  of  information  and  opinion,  I  believe  the  process  01  reaching  a  responsible  con- 
sensus is  enhanced.  I  know  that  being  a  part  of  my  District  has  influenced  my  views 
on  monetary  policy. 

Right  now,  I  believe  monetary  policy  is  on  target.  The  economic  situation  is  by 
no  means  ideal,  given  the  large  number  of  unemployed.  However,  we  must  not  dis- 
count the  important  foundation  for  growth  that  has  been  laid  by  the  Fed  in  reducing 
inflation.  The  current  degree  of  price  stability  we  have  achieved  positions  the  United 
States  to  reap  enormous  and  real,  not  inflationary,  gains  in  output  and  incomes. 

In  this  vein  I  am  very  heartened  that  the  burning  issue  of  the  federal  budget  defi- 
cit has  moved  to  the  forefront  of  the  social  agenda.  I  feel  it  would  be  inappropriate 
to  comment  on  specific  elements  of  the  proposal  since  doing  so  would  be  inconsistent 
with  the  independence  of  the  central  bank.  Nonetheless,  I  can  emphatically  say  that 
a  successful  resolution  of  this  issue  can  ensure  that  we  achieve  conditions  favorable 
to  long-term  investment  and  lasting  growth,  both  in  the  Southeast  and  the  United 
States. 

Conclusion 

In  conclusion,  let  me  reiterate  the  motivations  for  my  stance  on  monetary  policy. 
I  bring  to  the  FOMC  the  views  and  experiences  of  people  from  a  diverse  Federal 
Reserve  District.  It  is  one  that  has  not  only  enjoyed  rapid  growth  but  also  lingered 
in  oppressive  poverty.  To  redress  the  latter  condition,  I  believe  we  need  more  invest- 
ment, in  both  human  and  physical  capital — better  schools,  factories  with  high- 
skilled  jobs,  and  so  forth. 

To  garner  such  investment  regionally,  we  must  have  as  a  national  foundation  an 
economic  environment  that  promises  some  measure  of  stability  over  time.  Otherwise 
the  Southeast  will  end  up  with  more  short-term  and  short-sighted  projects  that  cre- 
ate low-wage  jobs  for  a  while  until  lower-cost  alternatives  can  be  found.  Monetary 
policy  thus  is  critical  to  the  Southeast's  major  challenge  because  it  can  help  create 
such  an  environment  of  stable  prices  and  steady  gains  in  employment  and  output. 
By  doing  so,  we  will  achieve  the  ultimate  goal — higher  living  standards  for  all. 

TESTIMONY  BY  THOMAS  M.  HOENIG 
President,  Federal  Reserve  Bank  of  Kansas  City 

Executive  Summary 

The  Tenth  Federal  Reserve  District — Colorado,  Kansas,  Nebraska,  Oklahoma,  Wy- 
oming, northern  New  Mexico,  and  western  Missouri — has  traditionally  relied  on  its 
natural  resource  industries,  agriculture  and  energy.  But  since  the  mid-1980s,  a 
more  diverse  base  of  manufacturing,  services,  and  tourism  has  left  the  district  less 
vulnerable  to  recession  and  has  enabled  it  to  outpace  the  nation  in  recovery. 

Recent  district  performance.  The  district  economy  expanded  moderately  in 
1992,  with  real  personal  income  and  employment  growing  faster  in  the  district  than 
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in  the  nation.  Moreover,  the  district  economy  has  outpaced  the  national  economy 
since  the  recovery  began  in  March  1991.  Farmers  have  posted  record  or  near-record 
incomes,  the  energy  sector  has  stabilized,  construction  has  increased,  and  employ- 
ment in  wholesale  and  retail  trade  has  grown.  In  addition,  the  district's  financial 
institutions  have  gained  strength.  Offsetting  some  of  these  gains,  manufacturing 
has  slumped,  matching  a  similar  weakness  nationwide. 

District  outlook.  The  Tenth  District  economy  should  grow  moderately  in  1993. 
Agriculture  is  expected  to  remain  strong,  the  energy  sector  to  be  stable,  construction 
to  slow,  and  manufacturing  to  improve.  A  recent  survey  of  representatives  from 
small  business,  agriculture,  labor,  and  consumer  interests  supports  this  outlook. 
Most  of  those  surveyed  expect  higher  profits  in  1993,  more  capital  spending,  and 
readily  available  credit.  Survey  respondents  report,  however,  that  employment 
growth  currently  trails  other  business  indicators. 

National  outlook  and  monetary  policy.  The  nation's  economy  should  continue 
to  grow  moderately  in  1993.  Real  GDP  growth  this  year  should  average  about  3  per- 
cent, and  inflation  just  below  3  percent.  Given  this  economic  outlook,  and  the  goal 
of  monetary  policy  to  promote  maximum  sustainable  growth  over  time,  the  current 
stance  of  Federal  Reserve  monetary  policy  is  appropriate. 

Introduction 

As  President  of  the  Federal  Reserve  Bank  of  Kansas  City,  I  am  pleased  to  address 
this  Senate  Committee.  The  Kansas  City  bank  serves  the  Tenth  Federal  Reserve 
District,  which  includes  (Colorado,  Kansas,  Nebraska,  Oklahoma,  Wyoming,  the 
northern  half  of  New  Mexico,  and  the  western  third  of  Missouri.  We  operate 
branches  in  Denver,  Oklahoma  City,  and  Omaha. 

Spanning  the  Heartland,  the  Tenth  District  has  traditionally  relied  on  its  natural 
resource  industries.  As  a  share  of  total  output,  for  example,  agriculture  and  energy 
are  roughly  twice  as  important  to  our  economy  as  to  the  national  economy.  How- 
ever, following  severe  farm  and  energy  recessions  in  the  1980s,  our  economy  has  be- 
come more  diverse.  The  region's  manufacturing  base  is  growing,  a  wide  range  of 
service  firms  is  flourishing,  and  tourism  is  anchoring  growth  in  some  parts  of  the 
district. 

Thanks  in  part  to  this  more  diverse  economic  base,  the  district  economy  felt  less 
sting  from  the  national  recession  of  1990-91  and  has  outpaced  the  nation  through- 
out the  recovery.  The  recent  experience  of  the  district  is  a  sharp  reversal  from  the 
1980s,  when  our  region  consistently  trailed  the  national  economy  due  to  farm  and 
energy  recessions  and  a  regional  downturn  in  real  estate. 

My  testimony  will  discuss  current  economic  conditions  and  prospects  for  growth 
in  the  Tenth  Federal  Reserve  District.  I  will  also  share  my  views  of  the  national 
economy  and  the  role  for  monetary  policy.  In  brief,  the  district  economy  grew  at  a 
moderate  pace  in  1992,  and  will  probably  grow  moderately  again  in  1993,  roughly 
matching  the  growth  pace  of  the  national  economy.  I  expect  the  nation's  recovery 
to  stay  on  track,  picking  up  momentum  over  the  course  of  the  year,  and  my  view 
regarding  monetary  policy  is  that  it  should  promote  maximum  sustainable  growth 
within  an  environment  of  price  stability. 

Recent  Performance  of  the  Tenth  District  Economy 

The  economy  of  the  Tenth  Federal  Reserve  District  grew  moderately  in  1992.  Con- 
tributing to  growth  were  the  construction  and  retail  sectors,  which  were  generally 
strong  across  the  seven-state  region.  Agriculture  also  posted  a  good  year,  with 
bumper  crops  and  solid  livestock  profits.  Energy  activity  remained  sluggish,  but 
there  was  a  spurt  of  new  drilling  in  the  fourth  quarter  as  exploration  firms  took 
advantage  of  expiring  tax  credits  Tor  coal-seam  gas.  Manufacturing  activity  slumped 
across  the  district,  matching  similar  weakness  nationwide. 

The  district  economy  grew  faster  than  the  national  economy  in  1992,  based  on  two 
broad  economic  gauges.  Real  personal  income  in  the  district  grew  2.3  percent  from 
the  third  quarter  of  1991  to  the  third  quarter  of  1992  (the  last  period  for  which  data 
are  available),  compared  with  a  1.7  percent  gain  in  the  nation.  Employment  in  the 
district  grew  1.2  percent  from  the  fourth  quarter  of  1991  to  the  fourth  quarter  of 
1992,  compared  with  0.4  percent  growth  in  the  nation. 

District  Economy  Outpaces  the  Nation 

The  Tenth  District  economy  has  been  outperforming  the  nation  throughout  the  re- 
covery. Since  the  recession  ended  in  March  1991,  the  district  has  added  jobs  at  an 
annual  rate  of  1.1  percent,  while  employment  in  the  nation  has  edged  up  at  an  an- 
nual rate  of  0.2  percent.  What  accounts  for  the  more  buoyant  economy  in  our  re- 
gion? 
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•  Farm  recovery.  The  farm  economy,  in  contrast  with  some  other  parts  of  the  na- 
tional economy,  has  enjoyed  a  strong  recovery.  In  the  mid-1980s,  agriculture  suf- 
fered a  severe  downturn,  as  export  markets  and  farmland  values  both  declined. 
Since  then,  farmers  have  posted  record  or  near-record  net  cash  incomes,  allowing 
them  to  put  their  financial  house  in  order.  Farmland  values  are  still  well  below  the 
peaks  of  the  early  1980s,  but  farmers  and  their  lenders  are  in  solid  financial  condi- 
tion. Strong  farm  income  has  also  helped  buoy  business  conditions  in  many  rural 
communities  across  the  region. 

•  Stable  energy  industry.  The  district's  energy  industry  has  stabilized  after  going 
through  its  own  recession  in  the  1980s.  Energy-dependent  areas  of  the  district, 
spanning  from  Wyoming  to  Oklahoma,  experienced  downturns  after  oil  prices  plum- 
meted in  1986.  In  the  wake  of  lower  oil  prices,  the  energy  industry  downsized.  Al- 
though painful,  the  correction  was  relatively  quick.  More  recently,  the  industry  has 
steadied,  being  neither  a  significant  source  of  strength  as  in  the  early  1980s  nor  a 
drag  as  in  the  late  1980s. 

•  Strong  construction  activity.  Chiefly  responsible  for  maintaining  the  region's 
lead  over  the  nation  during  the  recovery  has  been  a  booming  construction  sector. 
Construction  jobs  in  the  district  have  grown  at  an  annual  rate  of  2.8  percent 
throughout  the  recovery,  compared  with  a  decline  at  an  annual  rate  of  1.8  percent 
in  the  nation.  Construction  activity  has  been  robust  in  virtually  all  categories.  Resi- 
dential building  in  the  region  has  surged,  largely  in  response  to  lower  mortgage 
rates.  Nonresidential  and  nonbuilding  construction  have  benefited  from  a  fairly 
large  number  of  public  building  projects  underway  in  district  states.  The  best  exam- 
ple of  such  activity  is  the  new  Denver  International  Airport,  which  will  be  completed 
this  year.  Commercial  real  estate  has  been  stable,  with  declining  office  vacancy 
rates  and  few  new  projects  underway. 

•  Strong  financial  institutions.  The  district's  Financial  institutions  are  generally 
strong,  having  recovered  from  the  farm,  energy,  and  real  estate  problems  they  faced 
in  the  1980s.  Earnings,  asset  quality,  reserve  coverage,  and  capital  coverage  are  at 
their  highest  levels  since  the  early  1980s.  Tenth  District  banks  have  also  out- 
performed banks  in  the  rest  of  the  nation  in  1992  in  all  of  these  dimensions.  More- 
over, district  employment  in  financial  services  has  continued  to  grow  during  the  re- 
covery, in  contrast  to  a  decline  in  the  nation. 

•  Buoyant  trade  and  services.  Wholesale  and  retail  trade  activity  have  grown 
steadily  in  the  district  throughout  the  recovery.  The  region  has  continued  to  attract 
wholesale  firms  due  to  its  central  location,  and  retail  activity  has  been  solid  due  to 
the  district's  overall  growth  in  jobs  and  income.  District  employment  in  wholesale 
and  retail  trade  has  grown  during  the  recovery,  while  national  employment  in  these 
sectors  has  shrunk.  Similarly,  the  district's  service  sector  has  grown  faster  than  the 
nation's  due  to  continued  expansion  in  business  services,  health  care,  and  tourism. 
Tourism  activity,  despite  a  sluggish  national  economy,  has  been  especially  strong  in 
the  Rocky  Mountains  and  in  the  newly  developed  tourist  areas  of  southern  Missouri. 

While  several  sectors  have  helped  buoy  the  Tenth  District  economy,  manufactur- 
ing activity  in  the  district  has  been  as  weak  as  in  the  nation.  Durable  goods  produc- 
tion has  been  especially  weak  in  the  district,  and  jobs  in  durable  industries  have 
fallen  at  an  annual  rate  of  2.5  percent  during  the  recovery.  Automobile  production, 
which  is  important  to  the  district  economy,  posted  a  rise  at  district  auto  plants  dur- 
ing the  1992  model  year;  however,  jobs  in  the  industry  have  continued  to  drop.  The 
general  aviation  industry,  which  is  concentrated  in  the  Tenth  District,  is  continuing 
to  suffer  from  weak  sales.  The  slump  in  commercial  aircraft  is  also  hurting  Wich- 
ita's economy,  where  Boeing  recently  announced  a  layoff  affecting  6,000  workers  in 
1993  and  1,000  in  1994.  Defense  cuts  have  hurt  in  some  areas,  and  particularly  in 
the  state  of  Missouri.  Nondurable  goods  production  has  also  been  weak  in  the  dis- 
trict, where  jobs  in  nondurable  industries  have  grown  at  an  annual  rate  of  only  0.1 
percent. 

Mixed  Performance  in  District  States 

In  a  district  that  spans  seven  states  from  the  Ozarks  to  the  Rockies,  it  is  not  sur- 
prising that  economic  performance  has  varied  across  the  district.  Overall,  job  growth 
in  six  of  the  seven  states  has  outpaced  the  nation.  Employment  growth  in  the  recov- 
ery has  been  strong  in  Colorado  and  Kansas,  and  weaker  in  Missouri  and  Okla- 
homa. 

•  Colorado.  Colorado's  economy  has  grown  at  a  robust  pace  throughout  the  recov- 
ery, with  job  growth  averaging  2.6  percent  a  year.  Construction  in  the  state  has 
boomed.  Strong  population  growth  and  low  mortgage  rates  have  led  to  a  spurt  in 
housing  starts  and  rising  home  prices.  The  new  Denver  airport  and  highway  im- 
provements across  the  state  have  also  bolstered  construction  activity.  Services  and 
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tourism  have  also  been  quite  strong,  helping  to  offset  weakness  in  mining  and  man- 
ufacturing. 

•  Kansas.  The  diverse  Kansas  economy  has  grown  solidly  throughout  the  recov- 
ery, adding  jobs  at  an  average  rate  of  1.6  percent  a  year.  The  state's  service  sector 
has  been  strong,  with  steady  gains  in  business  and  personal  services,  particularly 
in  the  Kansas  City  metropolitan  area.  Construction  has  been  boosted  by  a  strong 
residential  market  and  a  pickup  in  public  infrastructure  projects.  The  state's  impor- 
tant farm  economy  is  prosperous  due  to  high  cattle  prices  and  a  large  wheat  har- 
vest. The  general  aviation,  automobile,  and  energy  sectors  remain  weak,  but  they 
have  only  slightly  dampened  what  has  been  a  healthy  state  economy  overall. 

•  New  Mexico.  The  New  Mexico  economy  has  grown  steadily  in  the  recovery.  Em- 
ployment in  the  state  has  increased  at  an  annual  rate  of  1.7  percent,  with  services 
and  government  activity  providing  the  greatest  strength.  New  Mexico's  defense  labs 
and  installations  have  benefited  somewhat  from  defense  cuts  elsewhere  in  the  na- 
tion, and  state  and  local  government  employment  has  increased.  Tourism  has  also 
been  a  plus  for  the  northern  half  of  the  state.  Partly  offsetting  the  strength  in  these 
sectors,  manufacturing  and  mining  have  been  somewhat  weaker  than  in  the  two  top 
states. 

•  Nebraska.  Nebraska's  economy  has  grown  modestly  during  the  recovery.  The 
state's  job  rolls  have  grown  at  an  annual  rate  of  0.9  percent.  Despite  sluggish  job 
growth,  the  state's  unemployment  rate  is  less  than  3  percent,  one  of  the  lowest  in 
the  nation.  The  state's  nondurable  manufacturing,  dominated  by  food  processing, 
has  remained  buoyant.  Healthy  wholesale  trade  and  service  sectors  have  also  helped 
bolster  Nebraska's  economy.  Most  of  the  state's  economic  gains,  however,  have  been 
in  metropolitan  areas  and  smaller  cities  that  serve  as  trade  centers  for  their  sur- 
rounding areas.  Rural  parts  of  the  state  continue  to  languish. 

•  Wyoming.  Wyoming's  economy  has  posted  modest  growth  during  the  recovery, 
adding  jobs  at  an  annual  rate  of  0.8  percent.  The  state's  energy-based  mining  indus- 
try remains  weak,  although  production  of  soda  ash — used  in  glassmaking — has  ben- 
efited from  stronger  construction  activity  across  the  nation.  Service  growth  has  been 
solid,  mainly  due  to  tourism-related  development.  Tourist  destinations  have  contin- 
ued to  grow  faster  than  other  parts  of  the  state. 

•  Missouri.  Throughout  the  recovery,  Missouri's  economy  has  grown  more  slowly 
than  most  other  district  states  due  to  its  heavy  reliance  on  manufacturing.  Kansas 
City,  which  depends  less  on  manufacturing,  has  fared  better  than  the  eastern  part 
of  the  state.  Overall,  Missouri's  job  rolls  have  grown  at  an  annual  rate  of  0.4  percent 
throughout  the  recovery.  Employment  in  manufacturing  has  fallen  at  an  annual 
rate  of  1.5  percent  during  the  recovery.  Durable  industries,  the  backbone  of  the 
state's  industrial  base,  have  been  especially  weak.  The  manufacturing  slump  has 
been  partly  offset  by  healthy  gains  in  service  employment.  A  strong  farm  economy, 
meanwhile,  has  buoyed  local  economies  in  rural  parts  of  the  state,  and  southwest 
Missouri  has  been  strong  due  to  tourism. 

•  Oklahoma.  Oklahoma  has  been  the  district's  weakest  economy  during  the  recov- 
ery. Employment  has  declined  at  an  annual  rate  of  0.1  percent  since  the  recovery 
began.  The  state's  key  energy  sector  remains  depressed,  even  after  a  mild  upturn 
in  drilling  late  last  year.  Manufacturing  has  generally  been  weak,  despite  improved 
auto  production  in  the  state  during  the  1992  model  year.  Trade  and  construction 
activity  in  the  state  has  sagged  during  the  past  two  years. 

Outlook  for  the  Tenth  District  Economy 

I  expect  the  Tenth  District  economy  to  grow  at  a  moderate  pace  in  1993.  Prelimi- 
nary indicators  suggest  the  district  economy  is  off  to  a  good  start  this  year.  Retailers 
report  that  consumer  spending,  which  picked  up  toward  yearend,  has  continued  to 
be  relatively  strong  in  January  and  February.  Moreover,  banks  in  the  district  report 
strengthening  loan  demand,  and  farm  income  is  rising  slightly. 

Survey  of  Economic  Advisory  Council 

To  provide  current  information  on  the  district's  economic  prospects,  it  is  useful  to 
highlight  a  recent  survey  we  conducted  of  our  Tenth  District  Economic  Advisory 
Council  members,  and  to  report  their  expectations  for  1993.  With  representatives 
from  small  business,  agriculture,  labor,  and  consumer  interests,  the  council  serves 
as  a  valuable  source  of  economic  information  throughout  our  region,  and  provides 
useful  views  on  the  overall  stance  of  Federal  Reserve  monetary  policy  (council  mem- 
bers are  listed  in  the  Appendix). 

Our  district  advisory  council  is  optimistic  about  the  region's  economy  in  1993. 
They  report  improved  sales  early  in  the  year,  both  for  their  firms  and  in  their  com- 
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munities.  The  sales  gains  are  reported  from  a  diverse  mix  of  firms — from  food  proc- 
essors to  building  materials  suppliers. 

Most  council  members  expect  their  profits  to  improve  in  1993,  due  to  both  in- 
creased sales  and  further  cost  cutting.  A  substantial  majority  of  council  members 
also  report  a  general  air  of  economic  optimism  in  their  communities.  In  line  with 
their  expectations,  a  majority  of  council  members  plan  to  increase  capital  spending 
in  1993.  Nearly  all  of  the  council  members  that  plan  to  expand  spending  this  year 
expect  credit  to  be  readily  available. 

Council  members  also  report  that  employment  growth  is  currently  lagging  behind 
other  business  indicators.  The  number  of  firms  adding  workers  so  far  this  year  just 
about  equals  the  number  of  firms  not  adding  workers.  Similarly,  council  members 
are  evenly  divided  between  those  planning  to  increase  employment  this  year  and 
those  planning  no  new  jobs.  Only  one  council  member  plans  to  cut  jobs  in  1993. 

Outlook  for  District  Industries 

Additional  information  that  points  to  moderate  growth  in  the  district  economy  in 
1993  is  the  outlook  for  key  district  industries.  We  expect  agriculture  to  remain 
strong,  energy  to  remain  stable,  construction  to  slow,  ana  manufacturing  to  improve. 

•  Agriculture.  The  district  farm  economy  should  stay  on  its  recovery  course  in 
1993.  Livestock  producers'  profits  are  expected  to  remain  strong,  but  last  year's 
bumper  harvest  will  hold  down  crop  prices.  The  effect  of  lower  crop  prices  on  farm- 
ers' incomes  in  1993  will  be  cushioned  by  larger  sales  volumes  and  bigger  govern- 
ment payments  to  farmers.  Farm  income  may  therefore  edge  up,  although  there 
may  be  httle  improvement  in  the  industry's  already  strong  balance  sheet. 

The  expected  conclusion  of  two  important  trade  pacts  this  year,  the  Uruguay 
Round  of  GATT  negotiations  and  the  North  American  Free  Trade  Agreement,  will 
have  a  critical  effect  on  the  farm  economy's  long-term  outlook.  The  district  farm 
economy  stands  to  reap  substantial  benefits  from  freer  agricultural  trade. 

•  Energy.  The  energy  industry  will  probably  be  stable  in  1993,  with  little  change 
in  overall  activity.  Currently,  drilling  activity  is  edging  down  from  the  spurt  in  the 
fourth  quarter  of  1992.  With  oil  prices  likely  to  remain  relatively  flat,  there  is  little 
prospect  for  significant  change  in  an  industry  that  is  operating  at  a  fraction  of  the 
activity  reached  a  decade  ago. 

•  Construction.  Building  activity  may  slow  somewhat  in  our  region  in  1993.  Large 
housing  inventories  that  accumulated  across  the  region  in  1992  will  require  some 
time  to  be  absorbed.  Moreover,  some  big  public  projects,  such  as  the  Denver  airport, 
will  wind  down  this  year. 

•  Manufacturing.  Manufacturing  will  probably  pick  up  in  1993  as  the  national 
economy  improves.  Factory  production  in  the  region  will  benefit  from  a  likely  in- 
crease in  consumer  spending  on  durables.  Defense  cutbacks  will  continue  to  hurt 
some  parts  of  the  district. 

Overall,  I  expect  the  Tenth  District  economy  to  grow  at  a  moderate  pace  in  1993, 
roughly  equal  to  the  nation's  pace.  The  nation's  ongoing  recovery  will  also  have  an 
important  bearing  on  the  growth  we  achieve  in  our  district.  Improvement  in  the  na- 
tional economy  will,  be  a  prerequisite  to  a  rebound  in  district  factory  production, 
much  of  which  is  sold  in  national  and  international  markets. 

The  National  Outlook  and  Monetary  Policy 

Turning  to  the  national  outlook,  I  expect  the  national  economy  to  continue  to  grow 
moderately  in  1993.  Real  GDP  growth  should  pick  up  over  the  year,  averaging  about 
3  percent  from  the  fourth  quarter  of  1992  to  the  fourth  quarter  of  1993.  With  contin- 
ued moderate  growth,  inflation  will  likely  edge  down  to  just  below  3  percent. 

The  economy  in  1993  will  benefit  from  the  effects  of  past  easings  of  monetary  pol- 
icy. The  current  low  level  of  interest  rates  will  spur  spending  on  consumer  durable 
goods,  business  fixed  investment,  and  housing.  In  addition,  the  economy  will  gain 
momentum  as  businesses  build  inventories  in  anticipation  of  stronger  domestic  de- 
mand. 

Other  sectors  of  the  economy  will  contribute  little  to  economic  growth  in  1993.  Net 
exports  are  likely  to  slip  as  sluggish  growth  abroad  limits  U.S.  export  growth  and 
the  expansion  at  home  boosts  U.S.  imports.  And,  total  government  spending  is  not 
expected  to  change  substantially  relative  to  a  year  ago. 

Structural  factors  will  also  influence  the  pace  of  the  national  expansion.  Balance 
sheet  improvements  among  households,  businesses,  and  financial  institutions  will 
lend  support  to  the  recovery.  While  the  restructuring  of  balance  sheets  is  still  un- 
derway, considerable  progress  has  been  made  in  reducing  debt  burdens.  Acting  to 
dampen  overall  growth  in  1993  will  be  the  continuing  shift  of  resources  from  defense 
to  nondefense  industries. 
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Inflation  is  likely  to  continue  to  decline  in  1993.  With  the  unemployment  rate  ex- 
pected to  fall  gradually  through  the  year — to  6.9  percent  in  the  fourth  quarter — 
wage  pressures  will  remain  modest.  Wage  moderation,  therefore,  should  help 
dampen  inflation  further.  I  expect  CPI  inflation  to  decline  to  about  2.8  percent  in 
1993  on  a  fourth -quarter  over  fourth -quarter  basis. 

Given  this  economic  outlook,  I  believe  the  current  stance  of  monetary  policy  is  ap- 
propriate. Past  monetary  policy  easings — which  I  supported  last  year  as  a  voting 
member  of  the  Federal  Open  Market  Committee — have  contributed  to  the  improve- 
ment we  are  seeing  in  interest-sensitive  sectors,  such  as  housing  and  investment. 

I  think  we  all  agree  that  the  goal  of  monetary  policy  is  to  promote  maximum  sus- 
tainable growth  over  time.  In  the  near  term,  Federal  Reserve  policy  should  be 
geared  toward  fostering  a  solid  expansion,  thereby  encouraging  job  growth  and  the 
investment  spending  needed  to  spur  the  economy's  potential  growth  rate.  But  just 
as  important,  and  consistent  with  this  goal,  the  Federal  Reserve  must  work  toward 
ensuring  an  environment  of  price  stability.  Low  inflation  is  a  prerequisite  to  an  effi- 
ciently operating  economy  and  to  the  achievement  of  maximum  growth  over  time. 

For  the  foreseeable  future,  the  Federal  Reserve  will  need  to  monitor  a  wide  range 
of  information  in  conducting  monetary  policy.  As  you  have  heard  from  Chairman 
Greenspan,  the  monetary  aggregates,  in  particular,  will  probably  not  be  as  inform- 
ative as  in  the  past.  Relationships  among  the  aggregates  and  the  economy  are 
changing  as  more  lending  and  borrowing  are  taking  place  outside  the  depository  sec- 
tor. Indeed,  fundamental  changes  in  credit  markets  are  underway  worldwide.  Thus, 
in  assessing  the  state  of  the  economy  and  the  stance  of  monetary  policy,  we  will 
monitor  a  wide  range  of  financial  and  economic  indicators — in  the  Tenth  District, 
nationally,  and  internationally.  And,  monetary  policy  will  be  responsive  and  flexible 
in  the  face  of  a  rapidly  changing  and  challenging  economic  environment. 
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TESTIMONY  BY  ROBERT  T.  PARRY 
President  and  Chief  Executive  Officer 
Federal  Reserve  Bank  of  San  Francisco 

I  am  pleased  to  appear  before  the  Committee  on  Banking,  Housing,  and  Urban 
Affairs,  to  testify  on  economic  conditions  in  the  Twelfth  Federal  Reserve  District 
and  In  the  nation,  as  well  as  on  the  conduct  of  monetary  policy. 

This  testimony  first  treats  the  recent  economic  performance  of  the  District  as  a 
whole  and  then  details  activity  in  each  of  the  nine  states  within  the  District:  Alaska, 
Arizona,  California,  Hawaii,  Idaho,  Nevada,  Oregon,  Utah,  and  Washington.  Charts 
of  trends  in  population,  personal  income,  employment  and  unemployment  rates,  and 
bank  lending  activity  for  the  District  and  for  each  state,  as  well  as  tables  detailing 
sectoral  employment  and  construction  statistics  are  in  the  Appendix.  The  testimony 
concludes  with  a  discussion  of  national  developments  and  the  conduct  of  monetary 
policy. 

Twelfth  Federal  Reserve  District 

Employment  in  the  District  fell  slightly  between  January  1992  and  January  1993, 
as  the  weakness  in  California  and  Hawaii  offset  the  moderate  job  growth  reported 
in  the  other  seven  states  in  the  District,  including  the  more  robust  performances 
in  Utah,  Nevada,  and  Idaho. 

The  District's  unemployment  rate,  which  had  been  running  in  line  with  the  nation 
over  the  last  several  years,  was  8.7  percent  in  January  1993 — or  1.6  percentage 
points  above  the  national  average.  This  high  rate  largely  reflects  California's  9.5 
percent  unemployment  rate  in  January  1993. 

The  recession  in  the  region  was  felt  most  strongly  in  manufacturing  and  construc- 
tion, particularly  in  California.  Manufacturing  employment  in  the  District  has  fallen 
8.4  percent— a  loss  of  259,000  jobs  since  January  1991. *  Construction  employment 
has  fallen  even  faster,  dropping  12.8  percent  since  January  1991— a  loss  of  124,000 
jobs.  Between  January  1992  and  January  1993,  the  decline  in  manufacturing  em- 
ployment showed  no  sign  of  abating,  as  employment  fell  3.2  percent;  the  decline  in 
construction  employment,  however,  slowed  somewhat,  falling  3.0  percent. 

Services  and  state  and  local  government  employment  are  the  only  sectors  to  have 
reported  steady  job  gains  since  January  1991.  Between  January  1991  and  January 
1993,  employment  in  those  two  sectors  rose  3.0  percent  ( 159,000  jobs)  and  6.0  per- 
cent (164,000  jobs),  respectively.  Growth  in  these  sectors  has  slowed  recently;  em- 
ployment in  January  1993  was  up  2.2  percent  in  services  and  0.4  percent  in  state 
and  local  government  from  the  levels  of  a  year  earlier. 

Most  other  sectors  have  shown  weakness  in  the  District  as  a  whole.  The  utilities 
and  communications  sectors  have  been  downsizing,  resulting  in  considerable  em- 
ployment declines.  The  finance,  insurance,  and  real  estate  sector  also  has  reported 
net  job  losses  over  the  past  few  years,  due  to  weakness  in  real  estate  and  the  con- 
solidation of  the  banking  industry,  though  this  sector  did  show  a  modest  gain  over 
the  twelve  months  ending  in  1993.  Trade  employment  also  has  been  a  major  source 
of  job  losses,  as  a  consequence  of  weak  consumer  spending  and  consolidation  of  the 
retail  sector.  Employment  in  trade  declined  0.2  percent  in  January  from  the  level 
of  a  year  earlier,  bringing  the  level  of  employment  down  1.3  percent  from  the  level 
in  January  1991.  Declines  in  federal  government  employment  also  contributed  to 
weakness  in  the  District,  falling  1.9  percent  between  January  1992  and  January 
1993. 

Weakness  in  the  District  was  mitigated  somewhat  by  growth  in  activities  related 
to  foreign  trade.  For  example,  total  import  and  export  traffic  in  California  rose  to 
$192.5  billion  in  1992,  an  increase  of  10.1  percent  over  1991  and  an  increase  of  16.2 
percent  over  1990.  Oregon  and  Washington  also  have  seen  growth  in  import  and  ex- 
port traffic,  though  not  at  the  pace  of  California.2 

The  performance  of  the  banking  industry  in  the  District  has  been  mixed.  Earnings 
ratios  at  California  and  Arizona  banks  were  below  the  national  average  last  year, 
while  the  other  states  in  the  District  posted  very  strong  earnings.  Banks  in  Califor- 
nia, Nevada,  and  to  some  extent  Arizona,  continued  to  nave  relatively  high  volumes 
of  problem  loans.  Lending  at  commercial  banks  in  the  District,  which  held  up  very 


1  Comparisons  using  data  before  1991  should  be  viewed  with  caution.  Employment  data  for 
California  and  the  District  are  likely  to  be  revised  significantly  to  show  fewer  jobs  before  1991. 
Changes  in  BLS  procedures  revealed  a  serious  over-estimation  of  jobs  in  California  before  Janu- 
ary 1991. 

5These  data  refer  to  Customs  Districts. 
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well  in  the  recent  recession,  has  deteriorated  in  the  past  couple  of  years,  though 
banks  in  a  number  of  states  have  continued  to  expand  loans. 

Alaska 

Alaska's  dependence  on  oil,  fisheries,  and  other  natural  resources  makes  its  econ- 
omy the  most  volatile  of  the  Twelfth  District  states;  it  is  subject  to  large  swings  in 
economic  activity  related  to  commodity  prices,  but  relatively  unlinked  to  national 
business  cycles.  During  the  1989-1992  period,  employment  growth  was  4.5  percent 
in  1989,  6.1  percent  in  1990,  2.1  percent  in  1991,  and  0.5  percent  in  1992.  The  un- 
employment rate  in  January  1993  stood  at  8.4  percent — below  its  year-earlier  level 
of  9.5  percent.  Some  of  Alaska's  recent  volatility  is  attributable  to  the  activity  stimu- 
lated by  the  1989  oil  spill  and  the  associated  clean-up  and  payments.  Thereafter, 
however,  several  basic  industries  were  hampered,  making  economic  activity  more 
sluggish. 

In  contrast  to  the  weakness  in  1992,  employment  rose  sharply  in  January  1993, 
to  a  level  2.1  percent  above  a  year  earlier.  Manufacturing  employment  rose  4.0  per- 
cent, reflecting  strength  in  durable  goods  employment.  Pulp  and  paper  employment, 
however,  showed  little  change  over  the  year,  and  seafood  processing  employment  de- 
clined 8.5  percent,  following  rapid  expansion  in  previous  years.  The  fall-off  in  sea- 
food processing  was  due  in  part  to  lower  than  normal  catches  of  pink  salmon. 

A  5.9  percent  decline  in  mining  employment  over  the  year  reflects  the  sluggish 
world  demand  for  minerals,  and  energy  exploration  remains  constrained  by  environ- 
mental considerations.  However,  there  are  some  plans  for  energy  development  in 
1993,  including  construction  of  a  gas  reinjection  facility  on  the  North  Slope.  A  dis- 
covery in  the  Beaufort  Sea  is  potentially  large  enough  to  justify  a  60-mile  connection 
to  the  Alaska  Pipeline. 

Finally,  sluggish  construction  employment  reflects  the  overall  slow  economy.  A 
pickup  in  residential  building  permits  (26.5  percent)  and  nonresidential  construction 
awards  (41.4  percent)  in  January  1993  from  a  year  earlier,  however,  suggests  that 
1993  may  see  some  improvement  in  this  sector. 

Sectors  showing  job  growth  over  the  twelve  months  ending  January  1993  included 
transportation  (1.6  percent),  trade  (1.5  percent),  services  (3.4  percent),  and  federal 
employment  (3.2  percent).  With  respect  to  government  employment,  however,  uncer- 
tainty exists  as  to  the  impact  of  further  defense  cutbacks  on  military  bases  that 
have  so  far  survived.  Furthermore,  sluggish  conditions  in  energy  markets  are  re- 
straining the  main  source  of  state  government  financing — oil  revenues — and  are 
constraining  state  government  employment  to  zero  growth. 

Despite  the  sluggish  economy,  banking  conditions  in  Alaska  are  relatively  good. 
The  return  on  assets  (1.61  percent)  and  return  on  equity  (12.67  percent)  were  above 
the  national  averages  (0.93  percent  and  12.24  percent,  respectively).3  At  the  end  of 
last  year,  problem  loans  at  large  commercial  Danks  stood  at  2.3  percent  of  total 
loans,  compared  to  a  national  average  of  5.1  percent,  and  are  below  the  national 
average  in  all  major  categories.4  Bank  lending  in  the  state  also  has  held  up  in  the 
past  couple  of  years  compared  to  bank  lending  nationwide. 

Arizona 

Arizona's  economy  posted  solid  employment  gains  in  the  last  year,  with  employ- 
ment in  January  up  2.6  percent  from  the  level  of  a  year  earlier.  The  economy  has 
shown  job  growth  m  the  services  sector  and  in  construction,  while  manufacturing 
has  continued  to  slide.  The  unemployment  rate  for  the  state  has  risen  in  recent 
months.  In  January,  the  unemployment  rate  stood  at  8.0  percent,  having  risen 
steadily  from  6.5  percent  in  September  1992. 

Construction  activity  has  become  a  relative  bright  spot  in  Arizona,  with  employ- 
ment up  7.3  percent  between  January  1992  and  January  1993.  Construction  employ- 
ment is  up  to  83,000  workers,  the  highest  level  since  1990.  This  increase  represents 
a  gain  of  6,000  workers  since  bottoming  out  in  August  1991.  Compared  to  the  peak 
reached  in  January  1986,  however,  employment  is  down  29.5  percent  (34,400  jobs). 

The  recent  gains  in  construction  employment  in  the  state  are  attributed  to  grow- 
ing strength  in  the  residential  market,  particularly  in  Tucson.  It  appears,  therefore, 
that  the  long  construction  recession  in  Arizona  that  followed  the  overbuilding  in  the 
mid-1980s  may  be  ending.  During  that  period,  residential  and  nonresidential  con- 
struction fell  sharply.  Raw  land  prices  fell  as  much  as  70  percent  in  some  areas. 
The  overbuilding  was  largely  the  result  of  over-optimistic  population  projections. 


3The  data  on  commercial  banks  throughout  the  testimony  for  the  fourth  quarter  of  1992  are 
preliminary. 

4The  data  on  problem  loans  are  for  banks  with  assets  over  $300  million.  "Problem  loans"  are 
defined  here  and  throughout  the  testimony  as  30  days  or  more  past  due  and  nonaccrual  loans. 
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Population  in  Arizona  grew  around  4  percent  in  the  mid-1980s,  but  fell  to  lower 
rates  in  1990  (1.6  percent),  1991  (1.8  percent),  and  1992  (2.6  percent,  estimated). 
Downtown  office  vacancy  rates  remained  high  in  Phoenix  and  Tucson  at  the  end  of 
1992,  however,  at  24.7  and  24.8  percent,  respectively,  compared  to  an  average  na- 
tional rate  of  17.6  percent. 

Manufacturing  in  Arizona  has  been  suffering  through  defense-related  cuts,  with 
employment  falling  10.2  percent  (19,000  jobs)  since  the  peak  in  June  1988.  Aero- 
space employment  has  been  hit  the  hardest,  with  employment  down  17.1  percent 
smce  peaking  in  July  1990,  taut  closure  of  other  high-tech  facilities  (including  IBM) 
also  has  contributed  to  the  sector's  weakness. 

The  Tucson  area  is  expected  to  benefit  (in  a  relative  sense)  from  further  consolida- 
tion of  the  defense  and  aerospace  industries  now  located  in  California.  Hughes  has 
announced  plans  to  consolidate  its  missiles  division  in  the  Tucson  area  (largely 
transferring  weapons  programs  currently  located  in  San  Diego  that  were  acquired 
from  General  Dynamics),  and  it  is  considering  moving  other  units  there  as  well. 

In  contrast  to  manufacturing,  trade  employment  rose  2.1  percent  between  Janu- 
ary 1992  and  January  1993,  services  employment  rose  4.4  percent,  and  state  and 
local  government  employment  rose  3.3  percent  in  this  period. 

The  foreign  trade  picture  also  looks  like  a  source  of  new  strength  in  the  near- 
term.  Trade  with  Mexico  has  been  rising  sharply  in  recent  years,  boosted  during  the 
1980s  by  the  growth  of  the  maquiladora  (or  "twin  plant")  program  along  the  border. 
In  1992,  trade  with  Mexico  reached  $983  million,  or  20  percent  of  Arizona's  total 
exports.  Most  contacts  from  the  region  report  high  expectations  of  further  trade 

? rains  with  Mexico,  particularly  if  the  North  American  Free  Trade  Agreement  is  rati- 
ied. 

Part  of  the  explanation  for  the  weakness  of  some  sectors  of  Arizona's  economy  in- 
volves links  to  the  Southern  California  market.  Southern  California  is  the  largest 
market  for  goods  and  services  from  Arizona,  many  key  firms  operating  in  Arizona 
are  headquartered  in  California,  and  California  is  the  source  of  many  of  Arizona's 
tourists.  Thus,  weakness  in  California  is  having  a  direct  impact  on  growth  in  Ari- 
zona. 

The  banking  sector  is  reflecting  some  of  the  changes  underway  in  the  Arizona 
economy.  Improving  conditions  in  real  estate  can  be  seen  in  a  decline  in  problem 
loans  in  that  sector.  In  the  fourth  quarter  of  1992,  problem  loans  at  large  commer- 
cial banks  equaled  4.7  percent  of  all  loans,  and  6.7  percent  of  real  estate  loans  were 
problem  loans.  This  contrasts  with  the  5.0  and  9.1  percent  ratios  reported  at  the 
end  of  1991.  Equity  capital  at  Arizona  banks  rose  in  1992,  while  return  on  assets 
jumped  to  0.33  percent,  compared  to  only  0.18  percent  a  year  earlier.  Total  bank 
loans  were  unusually  strong  m  the  early  1990s,  boosted  in  part  by  credit  card  oper- 
ations as  well  as  by  bank  acquisitions  of  savings  and  loans.  In  1992,  the  disposition 
of  assets  in  connection  with  bank  mergers  appears  to  have  contributed  to  a  decline 
in  the  reported  volume  of  total  loans  in  the  first  part  of  the  year.  In  the  second  half 
of  the  year,  total  bank  loans  rose  somewhat.  The  volume  oi  business  loans  held  by 
commercial  banks  declined  in  the  first  three  quarters  of  1992,  but  showed  some 
signs  of  life  in  the  last  quarter  of  the  year. 

According  to  the  Arizona  Blue  Chip  forecast,  Arizona's  economy  is  expected  to  pick 
up  in  1993.  The  consensus  forecast  predicts  job  growth  of  2.4  percent  and  real  per- 
sonal income  growth  of  3.3  percent,  boosted  by  continued  strength  in  retailing  and 
in  the  housing  sector. 

California 

California  is  in  its  longest  and  deepest  recession  since  World  War  II,  and  the  first 
since  1970  in  which  its  performance  has  been  worse  than  the  nation's.  The  state 
has  lost  more  than  568,000  jobs  since  January  1991,  a  decline  of  4.7  percent.5  While 
employment  nationally  grew  0.9  percent  between  February  1992  and  February  1993, 
California's  employment  declined  1.3  percent,  a  loss  of  182,000  jobs.  Even  in  the  ro- 
bust job  report  of  February  where  national  employment  rose  by  365,000,  California's 
employment  fell  by  4,600.  Moreover,  the  unemployment  rate  remains  stubbornly 
high,  at  9.8  percent  in  February  1993.  Construction  and  aerospace  have  gotten 
much  of  the  blame  for  the  state's  economic  troubles,  and  with  good  reason. 

The  defense  sector  has  been  hit  hard  by  cutbacks.  Real  defense  spending  in  Cali- 
fornia has  fallen  by  13  percent  since  its  1988  peak.  Aerospace  employment  has  fall- 


6 This  testimony  compares  California  employment  data  between  January  1991  and  February 
1993.  According  to  current  official  data,  California's  employment  peaked  in  May  1990.  However, 
comparisons  with  pre- 1991  data  should  be  viewed  with  caution.  Employment  data  for  California 
are  likely  to  be  revised  significantly  to  show  fewer  jobs  before  1991,  because  changes  in  BL.S 
procedures  revealed  a  serious  over-estimation  of  jobs  in  the  state  before  1991. 
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en  28.2  percent  since  the  beginning  of  1991 — a  loss  of  65,000  jobs.  The  role  of  de- 
fense cuts  in  this  recession  brings  to  mind  the  cycle  of  1970,  when  a  national  reces- 
sion was  accompanied  by  the  defense  cutbacks  associated  with  winding  down  the 
Vietnam  War.  In  that  episode,  cutbacks  in  California's  defense  spending  continued 
until  1975;  yet  California  began  its  recovery  in  February  1971,  just  two  months 
after  the  U.S.  economy  began  to  expand  in  December  1970.  At  that  time,  defense 
accounted  for  IIV2  percent  of  the  state's  production,  much  more  than  the  7  percent 
defense  provides  today.  So,  even  without  a  pickup — or  even  a  leveling  off — in  de- 
fense spending,  California  managed  to  stage  a  robust  recovery.  This  suggests  that 
if  defense  cuts  were  the  state's  only  problem,  then  California's  economy  would  be 
expected  to  recover  along  with  the  national  economy. 

But  there  are  other  problems  as  well.  Construction  and  real  estate  also  have  been 
hit  hard  this  time  around.  More  than  a  quarter  of  the  construction  jobs  (31  percent) 
that  existed  in  California  in  January  1991  are  gone  today.  This  amounts  to  140,000 
jobs  lost.  Residential  construction  activity  has  fallen  sharply.  In  1992,  the  number 
of  housing  permits  issued  in  California  was  just  a  little  over  a  third  of  the  1986 
peak,  and  the  number  of  existing  homes  sold  was  well  below  the  1989  peak.  In  addi- 
tion, home  prices  have  fallen  significantly  in  many  parts  of  the  state. 

Commercial  real  estate  is  in  even  worse  shape,  with  high  vacancy  rates  and  low 
absorption  in  many  markets.  Property  values  in  some  cases  are  reported  to  have 
fallen  below  replacement  cost.  Moreover,  rents  for  some  office  buildings  are  barely 
covering  operating  costs.  Consequently,  very  little  commercial  space  is  being  built 
at  present. 

California  real  estate  and  construction  activity  is  likely  to  remain  weak  during  the 
next  few  years,  mainly  because  the  commercial  real  estate  sector  suffers  from  seri- 
ous overbuilding.  Nevertheless,  an  increase  in  the  number  of  large  commercial  sales 
in  recent  months  provides  some  encouragement  that  conditions  in  some  markets 
may  be  stabilizing. 

There  are  some  promising  signs  on  the  residential  side  as  well.  Lower  interest 
rates  are  strengthening  residential  sales.  The  number  of  home  sales  in  the  state  is 
well  above  what  it  was  a  year  ago.  And  some  improvement  in  residential  construc- 
tion is  noted.  Though  the  number  of  housing  permits  issued  has  been  declining  more 
or  less  continuously  since  the  beginning  of  1990,  the  consensus  forecast  is  that  the 
number  will  be  almost  20  percent  higher  in  1993  than  it  was  in  1992. 

One  consequence  of  the  stress  in  California  real  estate  is  the  burgeoning  number 
of  problem  loans  for  banks  in  the  state.  For  example,  in  the  fourth  quarter  of  1992, 
large  California  banks'  problem  loan  ratio  for  commercial  real  estate  loans  was  9.5 
percent,  much  higher  than  the  national  ratio  of  6.7  percent.  As  a  result  of  the  large 
volume  of  troubled  loans,  California  banks  have  had  to  set  aside  significant  loan  loss 
reserves,  which  has  affected  earnings.  The  return  on  assets  (ROA)  for  all  California 
banks  was  a  modest  0.58  percent  in  1992.  That  compares  with  a  good  ROA  of  0.93 
for  large  banks  nationally.  Earnings  problems  have  been  especially  evident  among 
community  banks  (assets  less  than  $300  million)  in  Southern  California,  which  as 
a  group  posted  a  net  loss  for  1992.  1992  also  marked  the  second  year  in  a  row  that 
loans  at  commercial  banks  in  California  contracted  more  sharply  than  they  did  na- 
tionally. The  decline  during  the  past  two  years  offset  the  relatively  high  lending  ac- 
tivity at  banks  in  the  state  during  1990. 

A  host  of  public  sector  issues  has  moved  to  center  stage  as  much  of  the  state's 
economy  has  become  more  and  more  troubled.  Foremost  among  them  are  budget 
problems  for  state  and  local  governments.  Projections  suggest  that  putting  together 
a  budget  will  be  as  difficult  this  summer  as  it  has  been  for  the  past  two  years.  In 
addition,  concerns  about  the  state's  business  climate  have  increased  in  recent  years. 
Critics  cite  a  costly  and  inefficient  workers'  compensation  system  as  well  as  strin- 
gent environmental  regulations  and  bureaucratic  "red  tape." 

While  a  few  sectors  have  been  cited  as  the  major  sources  of  California's  weak  per- 
formance, the  weakness  in  employment  is  actually  quite  broad-based,  extending  to 
a  wide  range  of  service,  manufacturing,  and  financial  industries.  Wholesale  and  re- 
tail trade  lost  132,000  jobs,  a  4.5  percent  decline  since  January  1991,  and  non-aero- 
space manufacturing  lost  172,000  jobs,  a  9.3  percent  decline. 

One  somewhat  mitigating  factor  in  the  state  has  been  the  expansion  of  inter- 
national trade,  thanks  to  the  importance  of  the  state's  ports  in  facilitating  that 
trade.  In  1991,  Los  Angeles  import-export  traffic  reported  $121.8  billion,  12.4  per- 
cent of  the  nation's  total.  San  Diego  reported  another  $10.2  billion  (1  percent  ofthe 
nation's  total),  while  San  Francisco  handled  $60.5  billion  (6.2  percent  of  the  total).6 


8These  data  refer  to  Customs  Districts.  - 
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In  1992,  the  state  as  a  whole  saw  an  increase  in  import-export  traffic  of  10.1  per- 
cent. 

Most  of  the  state's  weakness  has  been  relatively  concentrated  in  Southern  Califor- 
nia (Los  Angeles,  Orange,  Riverside,  Ventura,  San  Diego,  and  San  Bernardino  coun- 
ties). In  Los  Angeles  County,  where  the  job  losses  have  been  greatest,  the  number 
of  jobs  is  now  7.2  percent  lower  than  it  was  in  January  1991.  Job  losses  are  worse 
in  Southern  California  partly  because  construction  and  real  estate  problems  have 
been  more  severe  in  this  region,  and  partly  because  defense  is  a  much  more  impor- 
tant part  of  the  economy  in  Southern  California  than  it  is  in  most  other  parts  of 
the  state.  But  as  has  been  the  case  statewide,  Southern  California  has  seen  employ- 
ment decline  across  a  broad  range  of  industries,  including  services,  retail  trade,  fi- 
nancial services,  and  non-aerospace  manufacturing. 

Other  parts  of  California  hlave  fared  better  than  the  southern  part  of  the  state, 
but  they  are  hardly  immune  from  stress.  For  example,  the  greater  San  Francisco 
Bay  Area  continued  to  grow  for  a  few  months  after  Southern  California  turned 
down.  Since  January  1991,  the  Bay  Area  has  lost  around  4V-2  percent  of  its  jobs; 
this  is  still  worse  than  the  national  economy,  where  employment  growth  has  been 
flat  since  January  1991.  And  in  recent  months,  a  larger  share  of  the  state's  job 
losses  are  outside  of  Southern  California.  While  Southern  California  has  accounted 
for  84  percent  of  total  job  losses  from  January  1991  to  April  1992,  in  the  more  re- 
cent period  between  April  and  December  1992,  it  accounted  for  only  60  percent  of 
the  losses. 

Downward  adjustments  in  defense  are  likely  to  last  for  a  few  years  more,  and 
problems  in  commercial  real  estate  are  expected  to  last  even  longer.  The  state  gov- 
ernment is  going  to  face  difficult  choices,  which  seem  certain  to  complicate  Califor- 
nia's short-term  problems.  The  main  positive  factors  for  significant  improvement 
during  the  next  couple  of  years  are  the  improved  demand  from  the  national  economy 
and  expanding  international  trade  that  will  continue  to  boost  trade-related  business, 
particularly  in  Southern  California.  Moreover,  population  growth  in  1992  was  esti- 
mated to  have  been  2.2  percent,  double  the  national  rate. 

Hawaii 

The  Hawaiian  economy  has  been  hit  hard  since  the  last  recession  began.  After 
registering  year-over-year  employment  growth  in  the  late  1980s  in  the  range  of  4 
to  6  percent,  employment  has  declined.  In  January  1993,  employment  fell  1.4  per- 
cent below  the  level  of  a  year  earlier. 

Weakness  in  employment  has  raised  the  state's  January  unemployment  rate  to 
4.0  percent.  While  low  relative  to  the  levels  of  most  states,  it  is  high  relative  to  the 
2.0  to  2.5  percent  rates  registered  before  the  recession  began. 

Weakness  in  the  economy  can  be  traced  directly  to  the  factors  that  contributed 
to  the  recession  in  the  rest  of  the  country.  The  onset  of  the  Gulf  War  had  an  imme- 
diate impact  on  tourism,  leading  to  monthly  employment  declines  in  February, 
March,  and  April  1991  at  annualized  rates  of  5.6,  1.6,  and  3.1  percent,  respectively. 
Part  of  this  effect  can  be  traced  to  a  sharp  reduction  in  visitors  from  Japan,  where 
public  policy  discouraged  travel  to  Hawaii  during  the  hostilities. 

Growth  in  tourism  resumed  after  April  1991,  but  at  a  more  subdued  pace.  Ana- 
lysts in  Hawaii  attribute  this  weakness  to  the  national  recession,  which  caused  trav- 
el plans  to  be  curtailed.  Especially  important  to  tourism  trends  was  weakness  in 
California,  which  contributes  as  much  as  30  percent  of  the  mainland  visitors  to  the 
islands.  Weakness  in  California  and  slow  growth  in  the  rest  of  the  country  contin- 
ued to  keep  tourism  down  in  Hawaii  in  1992.  As  a  result,  the  state's  overall  employ- 
ment declined  in  all  but  four  months  during  1992. 

Two  additional  factors  adversely  affected  the  state's  employment  growth  during 
the  year.  First,  the  "airfare  wars"  in  the  summer  of  1992  did  not  include  the  Hawai- 
ian routes.  Consequently,  Hawaii  suffered  from  a  relative  price  disadvantage  that 
favored  mainland  destinations.  Second,  Hurricane  Iniki  caused  major  damage  to 
Kauai,  forcing  a  large  number  of  cancellations.  Partially  as  a  result  of  these  factors, 
nominal  personal  income  dropped  at  an  annualized  rate  of  6.6  percent  between  the 
second  and  third  quarters  of  1992. 

Problems  in  Japan  also  have  had  widespread  impacts  on  the  Hawaiian  economy. 
Japan's  financial  market  difficulties  have  had  direct  repercussions  on  nonresidential 
construction  activity  in  Hawaii.  Construction  employment  fell  4.7  percent  in  Janu- 
ary 1993  from  the  level  of  a  year  earlier,  despite  rebuilding  efforts  associated  with 
Kauai.  Housing  prices  have  remained  high  (the  fourth  quarter  1992  median  price 
of  $352,000  in  Honolulu  remains  by  far  the  highest  in  the  country),  but  appreciation 
has  slowed.  Moreover,  while  visitor  counts  from  Japan  have  generally  held  up  (ex- 
cept during  the  Gulf  War),  there  is  growing  concern  that  Japanese  tourists  may 
begin  to  grow  more  cautious,  with  rising  job  insecurity  in  Japan. 
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Some  recent  signs  of  improvement  are  noted  in  the  construction  sector,  however. 
During  the  twelve-month  period  ending  in  January,  the  number  of  residential  per- 
mits rose  49.8  percent.  The  value  of  nonresidential  construction  awards  jumped 
sharply  following  the  hurricane,  although  the  value  of  new  awards  has  returned  to 
more  normal  levels  since  October.  These  trends  offer  hope  for  renewed  construction 
employment  during  1993. 

Employment  declined  in  most  major  sectors  between  January  1992  and  January 
1993.  Employment  fell  3.8  percent  in  the  federal  government  sector  (which  accounts 
for  a  relatively  large  6.2  percent  of  the  total  work  force  in  Hawaii),  3.1  percent  in 
trade,  2.0  percent  in  manufacturing,  and  1.3  percent  in  services.  State  and  local  gov- 
ernment employment  rose  1.6  percent  during  this  period. 

The  ratio  of  problem  loans  has  risen  slightly  at  Hawaiian  banks,  but  conditions 
remain  strong  relative  to  other  states  in  the  District.  Data  for  large  commercial 
banks  in  the  state  shows  the  problem  loan  ratio  for  all  loans  rising  to  3.1  percent 
in  1992  from  1.7  percent  a  year  earlier.  However,  the  return  on  assets  at  1.13  per- 
cent in  1992  was  about  the  same  as  in  1991.  Lending  at  commercial  banks  in  Ha- 
waii expanded  much  more  rapidly  than  it  did  nationwide  during  the  past  two  years, 
though  loan  growth  in  the  state  was  below  the  very  rapid  pace  set  in  the  late  1980s 
and  in  1990. 

Idaho 

The  Idaho  economy  has  been  one  of  the  strongest  performers  in  the  District — and 
in  the  nation — in  recent  years.  The  state  has  successfully  attracted  manufacturing 
activity,  and  a  growing  influx  of  population  has  created  a  construction  boom. 

Employment  in  Idaho  grew  3.9  percent  between  January  1992  and  January  1993, 
continuing  the  strong  pace  of  growth  reported  in  1991  (3.4  percent),  1990  (4.6  per- 
cent), and  1989  (5.4  percent).  Of  particular  note  was  the  5.1  percent  expansion  in 
manufacturing  jobs  and  16.0  percent  expansion  in  construction  employment,  which 
contrast  strongly  with  negative  trends  seen  in  these  sectors  in  the  District  as  a 
whole.  Reflecting  the  strong  jobs  performance,  the  Idaho  unemployment  rate  stood 
at  6.4  percent  in  January  1993. 

Growth  in  Idaho  manufacturing  in  1992  occurred  principally  in  durable  goods  in- 
dustries, which  saw  employment  expand  8.4  percent.  Particularly  strong  job  growth 
was  seen  in  industrial  machinery  (22.3  percent)  and  electronic  equipment  (6.4  per- 
cent). Nondurable  goods  industries  registered  2.6  percent  growth,  reflecting  rel- 
atively weak  conditions  in  food  processing  and  pulp  and  paper.  Printing  ana  pub- 
lishing employment  rose  only  0.2  percent  over  the  year,  while  food  processing  em- 
ployment fell  0.6  percent.  Contacts  report  that  the  strength  of  Idaho  manufacturing 
is  due  in  part  to  firms  moving  in  from  other  states. 

Relatively  low  housing  and  labor  costs  continue  to  attract  manufacturing  firms  to 
the  state.  Median  house  prices  are  appreciating  at  a  rapid  rate,  but  remain  below 
the  national  average.  For  example,  the  median  home  price  in  Boise  rose  nearly  11 
percent  in  1992,  but  stands  at  a  moderate  $87,300,  compared  to  the  national  median 
price  of  $103,900.  Larger  price  increases,  however,  are  reported  for  other  commu- 
nities, especially  in  northern  Idaho. 

Other  sectors  showing  growth  in  January  1993  from  the  level  of  a  year  earlier 
include  trade  (4.0  percent)  and  services  (4.6  percent).  The  growth  in  services  in  part 
reflects  growing  tourism.  Sectors  that  are  faring  less  well  include  mining,  timber, 
and  fooa  processing.  Employment  in  mining — chiefly  silver,  gold,  and  phosphates — 
has  declined  steadily  since  1990,  reflecting  weak  mineral  prices;  in  January  1993, 
employment  was  down  4.0  percent  from  a  year  earlier.  Employment  in  lumber  and 
wood  products  rose  5.9  percent  in  1992,  but  that  level  is  down  9.7  percent  from  its 
peak  in  March  1990. 

Idaho's  agricultural  sector  has  performed  reasonably  well,  especially  considering 
the  drought  conditions  that  have  affected  several  western  states  in  recent  years.  In 
the  1992  water  year,  Idaho  received  only  29  percent  of  its  normal  precipitation,  the 
lowest  on  record.  Reflecting  reduced  production,  total  farm  income  in  1992  is  ex- 
pected to  decline  somewhat  from  199 l's  level.  Heavy  precipitation  in  the  winter  of 
1992-1993,  however,  has  significantly  alleviated  the  water  shortage,  and  promises 
a  favorable  outlook  for  1993.  In  addition,  rising  potato  prices  are  supporting  the 
farm  sector. 

The  overall  health  of  the  Idaho  economy  is  reflected  in  favorable  conditions  in 
banking.  Problem  loans  at  large  commercial  banks  stood  at  2.1  percent  of  loans  rel- 
ative to  a  national  average  oi  5.1  percent  at  the  end  of  1992.  Bank  profitability  in 
the  state  also  was  high  last  year,  with  a  return  on  assets  of  1.24  percent  compared 
with  a  national  average  0.93  percent.  Growth  in  loans,  including  business  loans,  at 
Idaho's  commercial  banks  has  been  well  above  the  average  for  the  nation  in  recent 
years. 


270 

Nevada 

Economic  activity  in  Nevada  has  grown  throughout  the  national  recession  and 
weak  recovery  period.  In  January  1993,  the  Nevada  economy  posted  a  4.4  percent 
employment  gain  from  the  level  of  a  year  earlier,  with  strong  gains  registered  in 
September,  November,  and  January. 

Nevada's  unemployment  rate  has  tended  to  remain  below  the  national  average  in 
recent  years.  It  rose  to  a  high  of  7.5  percent  in  August  1992,  but  has  subsequently 
fallen.  In  January,  the  unemployment  rate  dropped  to  6.8  percent. 

Nevada's  performance  was  strong,  although  highly  variable,  in  the  late  1980s,  as 
year-over-year  employment  gains  ranged  from  4  to  9  percent  until  the  end  of  1989. 
Employment  growth  slowed  during  the  Gulf  War  and  the  national  recession,  drop- 

ging  year-over-year  growth  for  the  state  to  a  low  of  0.6  percent  in  January  1992. 
ince  that  time,  employment  growth  has  picked  up  sharply. 

The  construction  industry  has  had  the  most  dramatic  variations,  reflecting  the 
start-up  and  completion  ol  several  major  new  casinos.  Construction  employment 
rose  from  around  25,000  in  1985  to  over  48,000  in  early  1990.  Employment  dropped 
off  to  below  40,000  at  the  end  of  1991,  but  climbed  to  over  44,000  in  January  1993, 
an  increase  of  11.4  percent. 

Trade  and  services  are  especially  important  sectors  in  Nevada,  accounting  for  64 
percent  of  total  employment,  compared  to  50  percent  of  employment  nationally.  Jan- 
uary 1993  data  show  trade  employment  up  2.7  percent  over  the  levels  of  a  year  ear- 
lier. Services  employment  was  weak  in  the  middle  of  1992,  but  increased  sharply 
in  January  1993,  resulting  in  an  increase  of  3.6  percent  over  the  level  of  a  year  ago. 

Strength  was  reported  in  the  state  and  local  government  sector,  where  employ- 
ment rose  4.3  percent  between  January  1992  and  January  1993.  Employment  has 
risen  by  nearly  50  percent  in  that  sector  since  1985,  with  strong  periods  of  gains 
mirroring  the  pattern  of  total  employment. 

Manufacturing  employment  in  Nevada  was  positive,  unlike  most  other  parts  of 
the  District,  rising  4.8  percent  in  January  1993  from  the  level  of  a  year  earlier. 
Manufacturing  accounts  for  only  a  small  share  of  the  total  economy  in  Nevada — 4 
percent  of  total  employment — so  the  increase  in  employment  translated  into  a  gain 
of  1200  jobs. 

Employment  in  Nevada's  finance,  insurance,  and  real  estate  sector  rose  5.2  per- 
cent between  January  1992  and  January  1993.  The  banking  and  finance  sector  re- 
ported an  employment  increase  of  5.8  percent,  and  insurance  and  real  estate  posted 
a  4.8  percent  gain.  Moreover,  Nevada's  commercial  banks  reported  improving  condi- 
tions, with  the  return  on  assets  rising  from  a  strong  1.5  percent  in  1991  to  a  very 
strong  2.9  percent  in  1992,  although  the  share  of  problem  loans  rose  from  5.5  per- 
cent in  1991  to  7.2  percent  in  1992.  Loans  at  Nevada  commercial  banks  have  con- 
tracted sharply  during  the  past  few  years.  The  data  on  outstanding  loans,  however, 
significantly  overstate  the  weakness  in  lending  activity.  The  level  of  total  loans  was 
affected  by  sales  of  credit  card  loans  in  1990  and  1991.  In  1992,  such  loan  sales  also 
apparently  depressed  the  level  of  total  loans  at  commercial  banks  in  Nevada.  In  the 
case  of  business  loans,  loan  reclassifications  appear  to  account  for  much  of  the  net 
decline  over  the  past  few  years.  Taking  these  special  factors  into  account  suggests 
that  bank  lending  in  Nevada  in  recent  years  has  been  much  closer  to  the  pattern 
observed  nationally.  More  recent  reports  also  suggest  that  bank  lending  activity  has 
begun  to  pick  up  in  the  state. 

While  Nevada's  overall  economy  currently  is  reporting  healthy  growth,  there  are 
concerns  about  its  near-term  future.  Construction  activity  has  been  very  brisk,  par- 
ticularly in  the  construction  of  very  larger  hotel/casinos.  Construction  employment 
accounts  for  6.7  percent  of  the  total  work  force.  That  compares  to  an  average  of 
around  4  percent  nationally.  The  concern,  therefore,  is  that  some  overbuilding  may 
be  occurring  in  the  hotel  and  casino  sectors.  Investors  appear  to  be  looking  for  con- 
tinued above-normal  increases  in  population  and  tourism,  which  may  or  may  not 
materialize.  (Population  growth  in  1992  was  estimated  to  be  4.0  percent.) 

Nevada  has  attempted  to  diversify  its  economy  away  from  gaming  in  recent  years. 
The  gaming  industry  accounts  for  26  percent  of  all  jobs  in  Nevada  and  contributes 
41  percent  of  the  state's  general  fund  revenues.  In  fact,  many  of  the  new  casinos 
are  designed  as  theme  parks  targeted  more  at  families.  Nevada  also  has  encouraged 
the  migration  of  service-intensive  firms,  such  as  credit  card  processing  and 
telemarketing  businesses.  Nevada  also  hopes  to  expand  its  connections  to  Los  Ange- 
les, developing  plans  for  a  high  speed  train  between  Los  Angeles  and  Las  Vegas. 

Oregon 

Employment  growth  in  Oregon  was  somewhat  better  than  the  nation's,  although 
conditions  in  the  state  varied  across  regions  and  sectors.  In  general,  service  and 
technology  oriented  urban  areas  had  gradual  expansion.  Smaller  towns  dependent 
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on  the  traditional  lumber  and  wood-products  industry,  however,  remained  economi- 
cally depressed. 

Employment  inn  Oregon  rose  1.9  percent  in  January  1993  from  the  level  of  a  year 
earlier,  an  improvement  over  the  0.2  percent  decline  seen  in  1991.  The  expansion, 
however,  is  modest  compared  to  the  2.7  percent  rise  in  1990  and  the  4.0  percent 
growth  rates  seen  in  the  late  1980s.  An  influx  of  migrants  from  other  states — in- 
cluding job-seekers  from  neighboring  California — continues  to  swell  Oregon's  popu- 
lation and  labor  force.  Reflecting  both  this  immigration  and  the  generally  slow  econ- 
omy, Oregon's  unemployment  rate  stood  at  8.8  percent  in  January  1993. 

The  manufacturing  sector  was  stagnant  over  the  last  year,  as  manufacturing  jobs 
fell  0.4  percent  between  January  1992  and  January  1993.  Within  manufacturing, 
however,  conditions  were  mixed.  In  1992,  employment  fell  in  industrial  machinery 
(  —  1.1  percent),  instruments  ( -9.6  percent),  primary  metals  ( -  9.2  percent)  and  food 
products  (-4.4  percent),  while  it  rose  in  electronics  (up  6.1  percent).7 

Of  particular  note  is  the  continuing  decline  of  lumber  and  wood  products  and 
other  industries  reliant  on  timber  supply.  The  sale  of  timber  grown  on  public  lands 
has  been  dramatically  curtailed  due  to  court-ordered  environmental  restrictions. 
Employment  in  the  lumber  and  wood-products  industry  fell  2.3  percent  between 
January  1992  and  January  1993  and  has  declined  22  percent  from  its  recent  peck 
in  mid-1989.  Pulp  and  paper  employment  declined  2.1  percent  between  January 
1992  and  January  1993.  Contacts  report  that  small  towns  reliant  on  these  indus- 
tries are  under  severe  economic  stress  with  no  relief  in  sight  due  to  the  continuing 
restricted  supply  of  lumber. 

Other  sectors  in  Oregon  are  similarly  mixed.  Employment  in  January  1993  was 
down  3.6  percent  in  construction  and  up  0.5  percent  in  transportation  from  the  level 
of  a  year  earlier.  Trade  employment  rose  2.5  percent,  boosted  by  a  14  percent  in- 
crease in  the  dollar  volume  oi  exports  from  the  state.  Robust  conditions  were  re- 
corded in  finance,  insurance,  and  real  estate  (FERE,  3.4  percent)  and  services  (3.8 
percent).  Tourism  is  reported  strong.  The  robust  FIRE  and  service  job  growth  is  cen- 
tered in  the  larger  urban  areas.  These  sectors — together  with  stronger  manufactur- 
ing sectors — have  led  to  stronger  economies  in  the  larger  cities  relative  to  the  small 
lumber-based  towns.  This  strength  is  reflected  in  house  price  appreciation  of  14.9 
percent  in  Eugene  and  11.9  percent  in  Portland  in  1992.  Overall  residential  building 
permits,  however,  were  down  13.4  percent  in  1992. 

Despite  the  recent  drought,  agriculture  in  Oregon  performed  well,  with  tree  fruit 
crops  benefiting  from  extra  sunshine.  Reduced  river  flows,  however,  resulted  in  cut- 
backs in  hydro-electric  production;  combined  with  a  recent  shutdown  of  a  nuclear 
power  plant,  this  forced  utilities  to  purchase  power  from  other  states  and  raise  elec- 
tric rates.  Heavy  precipitation  during  the  1992-1993  winter  should  help  alleviate 
these  conditions. 

Also  of  concern  for  Oregon's  immediate  future  are  the  issues  of  state  and  local 
government  financing.  Measure  5,  a  recently  passed  property  tax  limit,  has  resulted 
in  financial  stresses  at  all  levels  of  government,  particularly  in  education.  While 
there  are  efforts  to  find  alternative  funding  sources,  the  process  remains  gridlocked. 

Banking  conditions  in  Oregon  are  good,  despite  the  mixed  economic  picture.  In 
1992,  the  return  on  assets  was  1.27  percent  (compared  to  the  national  average  of 
0.93)  and  the  return  on  equity  was  13.44  percent  (compared  to  a  national  average 
of  12.24  percent).  Within  loan  categories,  problem  loans  at  Oregon  commercial 
banks  are  below  the  national  average  in  all  sectors  but  agriculture.  Total  loan 
growth  at  commercial  banks  in  Oregon  was  above  the  national  average  in  1992, 
though  business  loans  at  banks  in  the  state  contracted  more  sharply  than  they  did 
nationwide. 

In  general,  the  outlook  for  Oregon's  economy  is  favorable.  It  is  less  reliant  on 
aerospace  and  defense-related  industries  than  its  neighbor  states  of  Washington  and 
California.  Quality  of  life  remains  high  and  living  costs  remain  relatively  low,  at- 
tracting both  workers  and  firms.  Areas  dependent  on  timber-related  industries,  how- 
ever, face  continued  hardship  for  the  foreseeable  future. 

Utah 

Utah  has  enjoyed  a  period  of  prosperity  during  the  past  two  and  a  half  years,  de- 
spite the  weakness  seen  nationally.  Utah's  unemployment  rate  in  January  1992  was 
relatively  low,  at  5.1  percent.  Between  July  1990  and  January  1993,  the  number 
of  jobs  in  Utah  grew  7.9  percent,  and  during  the  past  year,  Utah  employment  grew 
3.4  percent.  Perhaps  even  more  impressive,  1992  was  the  fifth  consecutive  year  dur- 
ing which  employment  in  Utah  grew  by  3  percent  or  more.  That's  the  first  time  in 
more  than  50  years  that  Utah  has  seen  such  an  extended  period  of  rapid  growth. 


7  January  1993  data  for  these  sectors  are  not  yet  available. 
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The  strength  in  Utah  extends  across  most  major  sectors  of  the  state's  economy. 
Since  July  1990  the  number  of  jobs  has  grown  7.4  percent  in  wholesale  and  retail 
trade;  11.1  percent  in  finance,  insurance,  and  real  estate;  and  13.6  percent  in  serv- 
ices. Growth  has  been  rapid  in  the  information  processing  industry,  which  includes 
catalogue  operations,  credit  card  processing,  and  airline  reservations.  Software  also 
has  contributed  significantly  to  the  strong  growth.  Both  WordPerfect  and  Novell  are 
located  in  northern  Utah,  as  are  many  smaller  software  producers.  Moreover,  soft- 
ware jobs  pay  around  twice  as  much  as  the  statewide  average  wage. 

Tourism  has  provided  an  additional  source  of  growth  in  recent  years.  One  study 
estimated  that  tourism  brought  $2.9  billion  into  the  state  in  1991,  providing  8  per- 
cent of  the  state's  total  jobs.  A  huge  snowfall  this  winter  should  result  in  substantial 
increases  in  tourism  this  year,  with  skiers  coming  to  the  state  to  enjoy  the  first  deep 
snows  in  a  number  of  years. 

In  recent  years,  migration  patterns  have  changed  in  Utah's  favor.  From  1984  to 
1990,  more  people  moved  out  of  Utah  than  moved  into  the  state.  In  contrast,  both 
1991  and  1992  saw  nearly  20,000  more  people  move  into  Utah  than  move  out.  The 
net  immigration  accounted  for  more  than  two-fifths  of  Utah's  population  growth, 
boosting  the  total  growth  rate  to  more  than  2V2  percent  in  1992. 

Manufacturing  activity  has  not  fared  as  weD  as  most  other  industries  have  in 
Utah;  manufacturing  employment  fell  1.7  percent  in  January  1993  from  the  level 
of  a  year  earlier.  Cutbacks  in  defense  spending  explain  a  good  portion  of  the  decline. 
Nevertheless,  within  the  manufacturing  sector  some  industries  showed  gains,  espe- 
cially growth  industries,  such  as  airbags. 

Construction  employment  in  Utah  has  been  quite  strong,  growing  36.2  percent 
since  the  middle  of  1990.  One  reason  for  this  performance  is  that  Utah  suffered 
through  major  real  estate  problems  during  the  mid-1980s,  which  led  to  little  build- 
ing in  the  state  and  falling  values.  The  limited  building  activity  in  the  recent  past 
and  the  population  growth  in  Utah  have  led  to  very  strong  residential  construction 
activity.  Home  values  have  risen  by  around  10  percent  in  the  Salt  Lake  City  area 
during  each  of  the  past  two  years.  Most  of  the  construction  has  been  single-family 
homes.  In  contrast,  multifamily  markets  are  just  now  reaching  the  point  where  the 
space  built  during  the  early  1980s  has  been  absorbed.  Residential  markets  still  look 
solid.  Vacancy  rates  are  low,  and  credit  quality  in  mortgage  portfolios  continues  to 
be  excellent. 

In  the  nonresidential  area,  the  past  few  years  have  seen  significant  building  activ- 
ity as  well.  Fewer  large  office  buildings  are  likely  to  be  built  during  the  next  few 
years,  but  a  major  renovation  at  the  Kennecott  Smelter  near  Salt  Lake  City  is  ex- 
pected to  pump  around  $800  million  in  construction  spending  into  the  economy  dur- 
ing the  next  few  years.  In  a  state  where  the  annual  value  of  nonresidential  con- 
struction awards  has  totaled  between  $300  million  and  $400  million  since  1987,  the 
Kennecott  project  represents  a  major  contribution  to  the  state's  economy. 

One  result  of  relatively  strong  construction  activity  and  solid  real  estate  markets 
is  that  financial  institutions  report  good  credit  quality  and  strong  earnings.  At  the 
end  of  1992,  large  commercial  banks  in  Utah  had  a  problem  loan  ratio  of  only  2.1 
percent  compared  with  5.1  percent  nationally.  Credit  quality  was  strong  across  a 
broad  range  of  loan  types.  Moreover,  profits  of  Utah  banks  were  significantly  better 
than  the  national  average  in  1992.  While  the  return  on  assets  (ROA)  averaged  a 
solid  0.93  percent  nationally,  ROA  for  Utah  banks  was  much  higher,  at  1.51  per- 
cent. Lending  activity  at  commercial  banks  in  Utah  over  the  past  few  years  gen- 
erally has  been  stronger  than  nationally,  though  this  was  not  the  case  in  1992. 

Overall,  the  Utah  economy  is  in  excellent  shape,  and  the  prospects  for  continued 
economic  health  during  the  next  few  years  are  good. 

Washington 

Washington's  recent  economic  performance  has  slowed  from  the  robust  growth 
seen  in  the  late  1980s.  The  state's  economy — particularly  in  the  Puget  Sound  area — 
has  been  hit  recently  by  weakness  in  aerospace.  Not  all  the  reports  are  negative, 
however,  as  communities  in  eastern  Washington  are  experiencing  robust  growth. 

The  number  of  jobs  in  Washington  grew  1.8  percent  between  January  1992  and 
January  1993,  reflecting  a  strong  increase  in  January  employment.  This  perform- 
ance follows  the  weak  0.8  percent  growth  reported  in  1991.  These  rates  are  signifi- 
cantly below  the  pace  of  1990  (2.7  percent)  and  1989  (5.8  percent).  Reflecting  this 
slower  job  growth,  Washington's  unemployment  rate  rose  to  7.8  percent  in  January 
1993,  up  from  7.0  percent  a  year  earlier  and  5.9  percent  at  the  end  of  1990.  Despite 
the  slow  job  growth,  population  growth — tied  to  continuing  high  levels  of  immigra- 
tion— remains  strong,  with  the  labor  force  growing  2.5  percent  in  1992.  Population 
growth  in  1992  is  estimated  to  have  been  2.3  percent.  Weakness  in  employment  is 
centered  in  western  Washington,  with  employment  in  Seattle  falling  0.7  percent  in 
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1992.  In  contrast,  cities  in  eastern  Washington  are  enjoying  robust  growth.  The 
number  of  jobs  in  Spokane,  for  example,  grew  2.8  percent  in  1992. 

The  drop-off  in  Washington's  jobs  performance  last  year  is  largely  attributable  to 
a  contraction  in  its  aerospace-based  manufacturing  sector.  The  number  of  manufac- 
turing jobs  fell  1.9  percent  in  January  1993  from  the  level  of  a  year  earlier  following 
a  5.0  percent  decline  in  1991.  Since  peaking  in  April  1990,  Washington's  manufac- 
turing sector  has  lost  31,000  jobs.  (Between  April  1990  and  December  1992,  aero- 
space employment  declined  by  9,000  jobs.)  The  majority  of  these  were  linked  to  cut- 
backs at  Boeing,  where  employment  has  dropped  by  roughly  8,000  since  Boeing's 
employment  peaked  in  1989.  Furthermore,  in  mid-February,  Boeing  confirmed  it 
would  eliminate  23,000  jobs  in  1993  and  another  5,000  during  the  first  half  of  1994. 
Of  the  total  this  year,  15,000  jobs  will  be  cut  in  Washington  state.  These  job  reduc- 
tions were  widely  expected  following  Boeing's  announcement  in  late  January  that 
it  would  reduce  production.  The  Boeing  cutbacks  are  expected  to  have  a  negative 
impact  on  its  suppliers,  with  layoffs  already  announced  by  smaller  firms  in  Wash- 
ington, Oregon,  and  Southern  California. 

Given  the  importance  of  Boeing  for  the  Puget  Sound  economy,  where  it  employs 
almost  100,000  aerospace  workers,  prospects  for  the  company  are  watched  carefully 
by  regional  analysts.  In  the  short  run,  continued  losses  in  the  U.S.  airlines  industry 
and  competition  from  overseas  producers  are  undermining  the  $83  billion  backlog 
of  Boeinjps  "firm"  orders.  Several  carriers  have  canceled  or  postponed  delivery  of  iets 
in  recent  years.  Responding  to  this  slackening  demand,  Boeing  has  slowed  produc- 
tion or  is  slowing  production  of  all  its  airplane  models,  including  the  very  profitable 
747.  Increased  production  in  the  near  term  is  unlikely.  Longer-run  prospects  for  the 
company,  however,  are  more  favorable.  Despite  falling  orders  and  competition  from 
overseas,  Boeing  has  maintained  its  traditional  market  share.  In  addition,  the  com- 
pany is  developing  new  fuel-efficient  product  lines  tailored  to  the  Asian-Pacific  mar- 
ket, which  is  expected  to  be  a  major  source  of  growth  in  air  travel.  The  company 
also  has  begun  discussions  with  European  companies  for  joint  development  of  a 
super  jumbo  carrier.  While  these  developments  bode  well  for  the  long-run  survival 
of  the  company,  current  troubles  in  the  airline  industry  suggest  that  cutbacks  at 
Boeing  will  retard  economic  activity  in  Washington  for  the  foreseeable  future. 

Outside  of  aerospace,  Washington's  manufacturing  activity  is  mixed.  Compared  to 
levels  of  a  year  earlier,  employment  rose  by  1.6  percent  in  industrial  machinery,  and 
fell  by  3.4  percent  in  primary  metals,  3.5  percent  in  instruments,  and  2.7  percent 
in  pulp  ana  paper.  Employment  in  lumber  and  wood  products  rose  in  January  to 
a  level  of  3.2  percent  above  a  year  earlier,  although  employment  was  off  10.8  per- 
cent from  the  level  reported  in  December  1989.  The  declines  in  the  timber-related 
industries  are  linked  to  environmental  limitations  on  harvesting  from  public  lands 
and  sluggish  national  demand.  Other  manufacturing  sectors  recording  growth  in  the 
last  year  include  electronics  (0.9  percent),  food-and-kindred  products  (3.0  percent), 
and  fruits  and  vegetables  (0.7  percent).  Contacts  report  that  prospects  are  good  for 
high-tech  sectors  such  as  biotechnology  and  computer  software  production. 

Other  sectors  outside  of  manufacturing  also  are  registering  mixed  performance. 
As  in  other  District  states,  employment  was  down  in  mining  (-3.1  percent)  in  Janu- 
ary compared  to  a  year  earlier.  Employment  also  contracted  in  finance,  insurance, 
and  real  estate  (  —  0.7  percent).  Job  gains,  however,  were  recorded  in  trade  (2.5  per- 
cent), services  (3.9  percent),  and  state  and  local  government  (3.1  percent).  The  agri- 
culture sector  in  Washington  has  performed  well  in  recent  years,  despite  the 
drought  that  affects  several  western  states.  Recent  precipitation  has  improved  pros- 
pects for  next  year. 

Washington  s  construction  and  real  estate  markets  are  mixed.  Construction  em- 
ployment rose  2.4  percent  in  January  from  the  level  of  a  year  earlier,  as  strength 
in  residential  construction  offset  continued  weakness  in  nonresidential  real  estate. 
The  strength  in  residential  construction — driven  in  part  by  needs  to  house  Washing- 
ton's growing  population — is  expected  to  continue  into  1993.  Residential  permits  at 
the  end  of  1992  were  up  26  percent  from  their  year-earlier  level.  In  contrast, 
nonresidential  construction  awards  were  down  17.6  percent  from  a  year-earlier. 

Much  of  the  strength  in  Washington's  construction  remains  centered  in  the  east- 
ern part  of  the  state,  where  contacts  report  a  construction  boom  in  cities  such  as 
Spokane.  House  prices  in  Spokane  appreciated  18  percent  in  1992 — driven  by  de- 
mand from  immigration — but  the  median  home  price  remains  at  a  relatively  afford- 
able $80,000.  Residential  median  sales  prices  in  Seattle  moved  up  slightly  in  the 
second  half  of  1992,  after  remaining  flat  for  much  of  the  previous  two  years,  and 
stand  at  $147,000.  Contacts  attribute  the  relatively  robust  growth  of  central  and 
eastern  Washington  to  factors  including  affordable  housing,  immigration  of  firms 
from  higher-cost  states,  and  in  the  tri-cities  area  (Richland,  Pasco,  and  Kennewick), 
a  large  multi-year  clean-up  project  for  the  Hanford  nuclear  facility. 
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Washington's  banking  sector  is  performing  well.  Commercial  bank  profits  in  the 
state  were  above  the  national  average  in  1992,  with  return  on  assets  1.17  percent 
(versus  0.93  percent  nationally)  ana  a  return  on  equity  of  13.16  percent  (versus 
12.24  percent  nationally).  At  the  end  of  1992,  problem  loans  at  large  commercial 
banks  stood  at  4.7  percent  of  assets,  below  the  national  average  of  5.1  percent,  and 
were  below  the  national  average  in  all  sectors  but  construction  and  farm  loans. 
Problem  construction  loans — reflecting  weak  conditions  in  nonresidential  real  es- 
tate— stood  at  19.1  percent  versus  a  national  average  of  16.5  percent  at  the  end  of 
1992.  This  ratio  for  banks  in  Washington  was  higher  than  for  all  other  District 
states  except  California.  Commercial  bank  loan  growth  has  been  sluggish  during  the 
past  two  years,  but  still  has  outpaced  the  growth  in  bank  lending  nationwide. 

National  Economic  Developments  and  Monetary  Policy 

Analyses  of  the  various  regions  of  the  country  that  are  provided  by  all  twelve  of 
the  District  Bank  Presidents  play  an  important  role  in  formulating  monetary  policy. 
Taken  together,  these  analyses  help  form  an  understanding  of  developments  in  the 
U.S.  economy  by  providing  an  up-to-date,  detailed  base  of  information  that  supple- 
ments published  national  statistics.  Because  the  tools  of  monetary  policy — open 
market  operations,  changes  in  the  discount  rate,  and  occasionally,  changes  in  re- 
serve requirements — affect  the  economy  broadly,  the  focus  of  policy  must  be  on  the 
national  economy  as  a  whole.  Policy  actions  are  transmitted  to  the  economy  through 
highly  efficient  and  integrated  national  financial  markets.  Credit  is  allocated  accord- 
ing to  the  private  decisions  of  the  many  lenders  and  borrowers  in  these  markets. 
The  efficient  allocation  of  credit  in  financial  markets  is  an  important  element  deter- 
mining the  efficiency  with  which  our  market  economy  operates. 

Thus  the  Fed's  actions  in  the  markets  affect  the  overall  level  of  interest  rates  and 
availability  of  credit,  but  are  not  aimed  at  how  that  credit  is  allocated.  While  each 
region  of  the  country  is  affected  by  interest  rates  and  the  overall  amount  of  credit 
available  in  the  national  economy,  the  effects  of  policy  cannot  be  directed  to  particu- 
lar geographical  regions  or  industries. 

Current  economic  conditions  in  California  provide  a  good  illustration  of  this  point. 
As  discussed  above,  the  recession  in  California  is  strongly  related  to  a  number  of 
"structural"  problems,  including  the  cutbacks  in  defense  spending  and  the  need  in 
recent  years  to  reduce  the  large  state  budget  deficit.  These  problems  will  be  helped 
by  the  national  recovery  that  is  underway.  Stronger  national  economic  growth  will 
create  more  jobs  to  absorb  displaced  defense  workers,  and  will  reduce  the  budget 
deficit  by  raising  state  tax  receipts.  However,  monetary  policy  is  not  an  effective  ve- 
hicle for  directing  credit  to  these  particular  sectors.  My  views  on  monetary  policy 
must  be  based  on  an  understanding  of  national  economic  conditions — an  under- 
standing that  is  enhanced  by  my  regional  perspective  as  well  as  by  those  of  the 
other  Reserve  Bank  Presidents. 

With  respect  to  current  monetary  policy,  as  always  our  goal  is  to  promote  the 
maximum  standard  of  living  attainable  for  our  citizens  over  the  long  run.  In  recent 
years,  this  has  meant  mitigating  the  size  of  the  cyclical  downswing  through  reduc- 
tions in  interest  rates.  However,  in  the  long  run  the  most  significant  contribution 
we  can  make  to  economic  growth  is  by  providing  a  low-inflation  environment,  and 
we  have  made  progress  in  that  area. 

In  formulating  policy,  we  have  faced  a  number  of  challenges  recently,  not  the  least 
of  which  has  been  the  deterioration  in  the  relationship  between  the  monetary  aggre- 
gates and  spending  on  goods  and  services.  Last  year,  both  M2  and  M3  grew  slug- 
gishly; at  the  same  time,  the  pace  of  economic  activity  picked  up,  which  meant  that 
the  velocity  (spending  per  dollar)  of  both  aggregates  rose  sharply,  well  above  what 
historical  relationships  would  suggest.  The  misleading  signals  provided  by  these  ag- 
gregates mainly  seem  to  reflect  a  desire  by  the  public  to  hold  liquid  funds  in  high- 
yielding  stock  and  bond  mutual  funds  as  well  as  to  pay  down  consumer  and  mort- 
gage debt.  More  strict  supervision  and  regulation  oi  depository  institutions,  which 
are  essential  to  the  long-run  health  of  the  industry,  also  may  have  contributed  to 
the  slow  growth  in  M2  and  M3.  However,  to  a  large  extent,  financial  markets  have 
been  able  to  direct  credit  through  channels  other  than  the  banking  system  so  as  to 
mitigate  the  effects  of  restructuring  on  overall  economic  activity. 

Last  year,  we  had  to  look  beyond  the  aggregates  in  the  formulation  of  monetary 
policy  to  a  broad  range  of  economic  and  financial  indicators.  Had  policy  in  1992  been 
aimed  at  pushing  M2  and  M3  up  into  their  ranges,  policy  would  have  been  so  expan- 
sionary as  to  have  risked  eliciting  fears  of  higher  inflation.  The  response  of  financial 
markets  to  the  possible  inflationary  consequences  of  overly  expansionary  monetary 
policies  puts  a  limitation  on  how  much  the  Fed  can  do  to  stimulate  the  economy. 
When  it  appears  that  the  Fed  is  going  too  far  in  easing  short-term  interest  rates, 


275 

long-term  rates  rise,  which  is  counterproductive  to  efforts  to  stimulate  the  pace  of 
economic  activity. 

Thus,  the  Fed  has  had  to  find  a  delicate  balance  in  recent  years,  allowing  short- 
term  interest  rates  to  fall  enough  to  promote  economic  expansion,  but  not  so  much 
as  to  risk  higher  inflation.  Developments  in  1992  and  thus  far  this  year  suggest  that 
our  efforts  are  paying  off.  The  U.S.  economy  moved  into  a  phase  of  sustained  expan- 
sion last  year,  following  the  period  of  recession  and  slow  growth  in  the  prior  two 
years.  The  3V*  percent  growth  in  real  GDP  for  last  year  as  a  whole  was  modest  com- 
pared with  what  typically  occurs  in  the  early  stages  of  expansions;  however,  it  com- 
6 ares  favorably  with  the  2V<  percent  pace  that  appears  to  be  sustainable  for  the 
LS.  economy  in  the  long  run,  and  was  well  ahead  of  growth  in  most  industrialized 
economies  abroad. 

The  expanding  economy  last  year  generated  growth  in  jobs,  although  at  only  a 
moderate  pace,  as  the  productivity  oi  the  work  force  registered  large  gains.  How- 
ever, the  strong  surge  in  jobs  in  February  is  encouraging.  Moreover,  the  civilian  un- 
employment rate  did  peak  in  the  middle  of  1992  ana  has  been  on  a  downward  path 
since  then.  These  declines  are  in  line  with  what  would  be  expected  based  upon  his- 
torical relationships  between  real  GDP  growth  and  changes  in  the  unemployment 
rate,  suggesting  that  substantial  further  declines  in  that  rate  can  be  expected  as  the 
expansion  continues.  Price  developments  last  year  were  favorable.  Excluding  food 
and  energy,  consumer  prices  rose  at  a  3V2  percent  rate,  the  lowest  in  20  years. 

I  expect  the  patterns  established  in  1992  to  continue  this  year  and  beyond,  with 
moderate  growth  in  real  GDP  accompanied  by  gradual  declines  in  both  unemploy- 
ment and  inflation.  I  believe  that  a  major  factor  behind  these  favorable  develop- 
ments is  the  prudent  easing  of  monetary  policy  that  has  been  implemented  to  date. 
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Current  Economic  Statistics 
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U.S. 


Hawaii 


A.17 


293 
Hawaii 


NonagriculturaJ  Employment 


Jan.  1990.100 
110  - 


100  J- 


Jan-   Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-   Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-   Jul-    Jan- 
85658686      87      87888889899090      9191929293 


U.S. 


Hawaii 


Unemployment  Rate 


Percent 


Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan- 
85       85      86      86       87      87       88       88      89      89       90       90      91       91       92      92      93 


U.S. 


Hawaii 
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Hawaii 


1989Q4  « 100 
140  t 


Total  Loans 


40 
20  t 


Dec-    Jim-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Oec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec- 
8586868787888889899090        91        919292 


U.S. 


Hawaii 


1989Q4 

•  100 

Business  Loans 

140  i 

120 

100  - 

80  ■ 
60 
40  • 

20  ■ 

n  . 

Dec- 
85 

Jun-     Cec- 
Bo         85 

Jun-    Dec- 
87       87 

Jun-    Oec-    Jun-    Oec-    Jun-    Dec- 
88        88        89        89        90        90 

Jun-    Dec- 
91        91 

Jun- 
92 

Dec 
92 

A.19 
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Current  Econoot  Stattsocs 
Seasonally  Adjusted 


Total  Non-Agncu«ural  Employnwrt 
Mining 

Construct)  en 

Manufacturing 

T.C.P.U. 

Tram 

F.I.R.E. 

Services 

Federal  Government 

Stat*  and  Local  Government 


Civilian  Labor  Force 
Gvilian  Employment 
Unemoiovment  Rate 


Non-Residential  Const  Awards  ($  mdBoro) 


Residential  Construction  Permits 


Annualized  % 

Change 

From 

%  Change 

Previous 

From 

Jan-93 

Oec-92 

Jan- 92 

Month 

Year  Earlier 

536.4 

536.2 

544.3 

0.6 

-1.4 

0.0 

0.0 

0.0 

0.0 

0.0 

31.5 

31.1 

33.0 

14.4 

•4.7 

19.5 

18.9 

19.9 

41.9 

-2.0 

4^2 

43.2 

43.0 

0.3 

0.3 

132.4 

132.8 

136.7 

-3.8 

-3.1 

37.8 

37.6 

37.4 

5.9 

1.1 

159.8 

160.3 

161.9 

-4.1 

-1.3 

32.6 

32.9 

33.9 

-9.7 

-3.8 

79.7 

79.3 

78.5 

6.7 

1.6 

580.0 

577.5 

567.4 

5.3 

2.2 

555.6 

550.1 

548.3 

15.1 

1.5 

4.0% 

4.7% 

3.4% 

Jan-93 

0ec-92 

Jan-92 

59.8  41.0  49.1  9166.9 

Jan-93       Dec-92       Jan-92 
736.7  731.6  491.9  8.8 


21.7 


49.8 


Emoiovment  levels  are  in  thousands. 

Construction  data  are  ihree-monrh  moving  averages. 
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Idaho 


Annual 
Growth  (%) 

3- 


Population 


♦1  J- 
1986 


1987 


1988 


1989 


1990 


1991 


U.S. 


Idaho 


Quarterly 
Growth  (%) 
5 


-3 


Personal  Income 


Jurv    D«c-    Jurv    Dae-    Jurv    Dae-    Jocv    Dae- 
35        85        86        86        87        87        88        98 

U.S. 


Jun-    Dae-    Jurv    Oac-    Jurv    Oac-    Jun- 
89        89        90       90       91        91        92 

Idaho 


A.21 
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Idaho 

NonagricuJtural  Employment 


Jan.  1990-100 

110  T 


100 


90  -. 


80    ■ 


70 


Jan-   Jut-    Jan-    Jut-    Jan-   Jul-    Jan-   Jut-    Jan-    Jut-    Jan-    Jul-   Jan-    Jul-    Jan-    Jul-    Jarv 
858586      86      8787888889899090      91       91       92      9293 


87 

88 

88      89 

89 

90      90 

U.S.     - 

-  Idaho 

Unemployment  Rate 


Percent 

13 
12 

11  + 
10 

9 

8  + 

7f 

6  ■• 

5 

4  + 

3 

2 


1     i 

Jan-    Jul-    Jan- 
85       85      86 


Jul- 
86 


Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan- 
87      87       88       88       89       89       90       90      91       91       92      92      93 

U.S.     Idaho 


A. 22 


1989G4  -  ICO 
140 
120  t 
100 

80  f 

60 

40  + 

20 
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Idaho 

Total  Loans 


D«c-    Jun.    0«c-    Jun-    D«c-    Jun-    Dee-    Jun-    0«c-    Jim-    Oac-    Jun-    Dec-    Jun.    Oec- 

35    86    86    87   87    88    88   89    89    90    90   91    91    92   92 


U.S. 


Idaho 


1989Q4 

-100 

Business  Loans 

120  • 

100  ■ 
80  • 
60 

-^*^*^^^ 

#• 

40  ■ 

20  • 

0  ■ 

Di 
8 

*- 
5 

Jun-    Cec- 
86        86 

Jun-    0«e 
87        87 

-    Jun-    Oac-    Jun-    Dec-    Jun-    Dec- 
88        88       89        89        90        90 

Jun-    Dec- 
91        91 

Jun-    Oec- 
92       92 

1  U.S.                  idano 

A.23 
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Idaho 

Currant  Ecanomc  Stan 
Saaaonaay  Adjusted 


Tola)  Non-Agricufturai  Employment 

IMMRQ 

Construction 

Manufacturing 

T.CP.U. 

Trad* 

F.IJLH. 

Sarvicaa 

Federal  Govammam 

Stata  and  Local  Govammant 


Gviian  Labor  flora 
Gwiian  Employment 
Unemployment  Rate 


Non-Residential  Const.  Awards  (S  rralBons) 


RestfentiaJ  Construction  Permits 


Amua*zad% 

Change  From 

%  Chang* 

Prsvwus 

From 

Jan-93 

Oac-92 

Jan- 92 

Montft 

Year  Earlier 

425.3 

423.4 

409.6 

7.0 

U 

2.6 

2.5 

2.7 

75J 

-4.0 

24.7 

23.8 

21.3 

S3J9 

16.0 

68.5 

67.0 

65.1 

29.3 

5.1 

21.0 

20.4 

20.2 

36.0 

4.1 

107.5 

107.5 

103.3 

■0.1 

4.0 

21.8 

21.8 

20.9 

ova 

4.4 

92.9 

93.3 

88.8 

-4.8 

4.6 

13.1 

13.3 

1X4 

•16.7 

•2.6 

73.9 

ns 

7M 

02 

0.0 

518.6 

521.3 

506.3 

-6.0 

2.4 

*85_2 

486.5 

474.3 

•3.1 

2.3 

6.4% 

6.7% 

6.3% 

Jan-93 

Dac-92 

Jan-92 

-55.9 

23.7 

25.3 

16.0 

47.8 

Jan-93 

Oac-92 

Jan-92 

787.3 


865.7 


696.0 


•68.0 


13.1 


Emotoymentk 
Construction  data 


ara  in  thousands, 
ara  three-month  movmg 
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Nevada 


Annual 
Growth  (%) 

8- 

Population 

7 

6 

5- 

4- 

3- 

2- 

o  ■ 

19 

86 

1987 

1988                   1989 

1990 

1991 

1   U.S.                        Nevada 

Quarterly 

Personal  Income 

Growth  (%) 

6  i 

5 

4 

3 

/.' 

\  \ 

AA/N/     ...              >/                    V^N 

2 

1 

•*'..' 

\       / 

>Wf 

0  ' 
-1 

Jun-    Dec- 

Jun-    Dec-    . 

Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec* 

Jun-    Dec- 

Jun- 

85        85 

86        86 

87        87        88        88        89        89        90 

90 

91        91 

92 

A. 25 


301 
Nevada 


Jan.  1990-100 

110  T 


100  T 


Nonagriculturai  Employment 


70  i 


Jan-   Jut-   Jan-   Jut-    Jan- 
85      85      86      86      87 


Jul-   Jan-   Jul-   Jan-   Jul-   Jan-   Jul-   Jan-   Jul-   Jan-   Jul-   Jan- 
87888889899090      91       91       929293 


•-  U.S. 


Nevada 


Percent 

13  T 

12 
11 
10 

9  + 

8 

7   ■ 

6  •• 

5" 

4 

3 

2 

1 


Unemployment  Rate 


Jan-    Jut-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jut-    Jan-    Jul-    Jan-    Jut-    Jan-    Jul-    Jan- 
85       85      86       86       87      87       88       88      89      89       90       90       91       91       92      92      93 


U.S. 


Nevada 


A. 26 
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Nevada 


20 


Total  Loans 


Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec- 
8586        86        8787888889899090        91919292 


U.S. 


Nevada 


1989Q4  .  100 
120 


100  •• 


Business  Loans 


Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec- 
858686        87        87888889899090        91919292 


U.S. 


Nevada 


A.27 
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Currant  Eeononac 
Sawsonaay  Adjusted 


Tool  Non-Agncukurai  Emoicymerft 


Construction 

Manufacturing 

7.CP.U. 

Trad* 

PJJtE. 

Services 

Feoerai  Government 

State  and  Local  Government 


Civilian  Labor  Force 
Civuian  Employment 
Unemployment  Hate 


Non-flestdenoal  Const.  Awards  (S  millions! 


Residential  Construction  Permits 


Annualized  % 

Cnanoa  From 

%  Change 

Previous 

From 

Jan-93 

0ec-92 

Jan-92 

Montn 

YearEarfar 

660.4 

649.8 

632.5 

21.4 

4.4 

1X3 

13.0 

1X3 

31.6 

-0.1 

44.2 

42.0 

37.4 

84.6 

18.3 

26.8 

26.4 

25.6 

1X7 

4.8 

33.5 

33.2 

32.7 

9.8 

2.4 

132.5 

131.8 

129.1 

7.3 

X7 

30.3 

29.7 

28.8 

2X7 

12 

292.4 

286.6 

282.1 

26.8 

3.8 

13.8 

1X4 

1X9 

3X7 

6.3 

73.7 

73.8 

70.7 

•0.2 

4.3 

681.7 

680.6 

66X5 

XO 

X9 

635.3 

637.4 

619.6 

-3.9 

XS 

6.8% 

6.3% 

6.5% 

Jan-93 

Dec-92 

Jan-92 

323.4 

81.1 

71 S 

90.1 

-1X0 

Jan-93 

Oec-92 

Jan-92 

1167.5        1403.9        1954.2 


-89.1 


-40.3 


Employment  levels  are  in  thousands. 
Construction  data  arethiee  fnanUl  moving 
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Oregon 


Annual 
Growth  (%) 

3t 


1986 


1987 


Population 


1988 


1989 


1990 


1991 


■••-  U.S. 


Oregon 


Quarterly                                   Personal  Income 
Growth  (%) 

4  - 

/ 

3  i 

'A-                               '                 A 

2 

1 

■J%M^^%sA 

0 

-1 
Jl 

8 

m-    D«c-    Jurt-    D«c-    Jun-    D«c-    Jun-    0«c-    Jon-    D«c-    Jun- 
£85868687878888898990 

3«e-    Jun-    0«e-    Jun- 
90       91        91        92 

A.29 
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Oregon 


Nonagricultural  Employment 


Jan.  1990-100 
110 


100   • 


70 


Jan-    Jut-    Jan-    Jut-    Jan-   Jul-   Jan-   Jut-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-   Jan-   Jul-   Jan- 
058586868787888889899090      91       91929293 


U.S. 


Oregon 


Percent 


Unemployment  Rate 


U.S. 


Oregon 
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Oregon 


TotaJ  Loans 


198904=.  100 
140  r 


60  ■ 
40  • 
20 


Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Oec- 
85        86        86        87        87       88        88        89        89        90        90        91        91        92       92 


U.S. 


Oregon 


198904=  100 
120 


100  • 


80  • 


60 
40 

20  + 


Business  Loans 


Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec- 
85        86        86        87        87       86        86        89        89        90        90        91        91        92       92 


U.S. 


Oregon 


A. 31 
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Oregon 

Current  Econorrec  Statistics 
Seasonally  Adjusted 


Total  Non-AgncuKural  Employment 
Mining 
Construcaon 
Manutamnng 
T.CP.U. 
Trad* 
FJ.RE. 
Services 

Federal  Government 
Stat*  and  Local  Government 


Civilian  Labor  Force 
Civilian  Employment 
Unemployment  Rata 


Non-Residential  Const  Awards  (S  rnaBons) 


Armualizea% 

Chang*  From 

%  Chance 

Previous 

From 

Jan-93 

Oec-92 

Jan-92 

Montri 

Year  Earlier 

1283.4 

1276.9 

1259.7 

6.3 

1.9 

1.4 

1.5 

1.5 

-44.1 

•7.2 

48.4 

48.4 

50.2 

-1.2 

•3.6 

206.7 

205.8 

207.5 

5.5 

-0.4 

66.0 

65.4 

65.6 

9.8 

0.5 

324.9 

322.8 

316.8 

8.0 

2.5 

87.6 

87J2 

84.7 

U 

3.4 

316.0 

314w1 

304.4 

7.4 

18 

32.9 

33.0 

33.3 

•2J2 

-1.2 

199.6 

198.7 

195.7 

5.5 

2.0 

1524.7 

1520.2 

14917 

3.6 

12 

1390.1 

1403.0 

1362.7 

-10J5 

2.0 

8.8% 

7.7% 

8.6% 

Jan-93 

0ec-92 

Jan-92 

-59.3 

88.2 

95.0 

47.2 

87.0 

Jan-93 

Dec-92 

Jan-92 

Residential  Construction  Perrnas 


1539.0         1566.9 


1734.0 


-19.4 


•11JJ 


Employment  levels 
Construction  data 


are  in  ttirw  wands, 
are  three-montri  moving 
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Utah 


Annual 
Growth  (%) 

3t 


1986 


Population 


1987 


1988 


1989 


1990 


1991 


U.S. 


Utah 


Quarterly 
Growth  (%) 

7T 


Personal  Income 


Jun-  Dec-  Jun-  Dec-  Jun-  Dec-  Jur>-  Dec-  Jun-  Dec-  Jun-  Dec-  Jun-  Dec-  Jun- 
85   85   86    86    87   87    88    88   89    89    90   90   91    91    92 


U.S. 


Utah 
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Utah 


Nonagricultural  Employment 


Jan.  1990-100 

110  T 


100  ■■ 


80 


70 


Jan-   Jut-    Jan-   Jul-    Jan-   Jul-   Jan-    Jul-    Jan-    Jul-    Jan-   Jul-    Jan-    Jul-   Jan-   Jul-   Jan- 
858586868787888889899090      91       91       929293 


U.S. 


Utan 


Unemployment  Rate 


Percent 

13 
12 
11    • 
10   • 

9   • 

8 

7 

6 

5  + 

4 

3 

2  * 


1 

Jan-    Jul-    Jan-    Jul-    Jan-   Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul- 
8585       86      868787888889      89       9090 


Jan-    Jul-    Jan-    Jul- 
91       91       92       92 


Jan- 
93 


•-•-  U.S. 


Utah 


A. 34 


310 

Utah 


1989C4  .  100 
120 


60  ■■ 
40- 
20 


TotaJ  Loans 


0  I     i     i     i     i     i  i         '  'i  i     .     i     i  I.  i 

Dec-    Jun-    Dec-    jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jun-    Dec-    Jin-    Dec-    Jun-    Dec- 
85        86        86        87        87        88        88        89        39        90        90        91        919292 


U.S. 


Utah 


1989Q4.100 
120 

100 

80 

60  T 

40 

20  t 


Business  Loans 


Dec-    Jun-    Dec-    Jun-    Dee-    Jun-    Dec-    Jun-    Dec-    Jun-    Dee-    Jun-    Dec-    Jun-    Dec- 
858686        87        87888889        89        9090        91        919292 


U.S. 


Utah 


A.35 
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Utah 

Cmtw  Ecooowwc  Si 
S— M%  Adjusted 


Jan-93       Oec-92 


ToUi  Non-Agncuttural  Emotoyrrmm 
Mining 
Construction 
Manufacturing 
T.CP.U. 
Trad* 
FJ.RE. 

Services 

Federal  Government 

Stai«  and  Local  Government 


Civilian  Labor  Force 
Civilian  Empioymant 

Unemptovmeot  Rale 


Non-fle*denoai  Const.  Awards  (S  miBons) 


Residential  Construction  Permits 


Annualized 

Chang*  From  %  Chang* 

Previous  From 

Jan-92            Month  Year  Earlier 


781 3 

777.7 

756.0 

8.7 

3.4 

8.6 

8.4 

8.5 

34.6 

^2 

38.0 

36-3 

33.3 

73.1 

14.1 

104.5 

104.9 

106.4 

-».0 

•1.7 

44.0 

43.9 

42.8 

5.0 

23 

186.0 

185.5 

181.4 

X3 

2.6 

37.8 

37.7 

36.8 

&2 

2.8 

205.1 

202.9 

191.5 

13JB 

7.1 

37.3 

37J5 

38.7 

-64 

-3.7 

120.5 

120.7 

116.6 

•2.1 

3.4 

825.2 

81X3 

814.1 

18.9 

1.4 

783.1 

769.8 

774.0 

22.8 

1.2 

5.1% 

5.4% 

4.9% 

Jan-93 

0ec-92 

Jan-92 

288.8 

54.8 

48.9 

55.8 

-1.7 

Jan-93 

0ec-92 

Jan-92 

12912        1360.5 


991.5 


-46.6 


30  2 


E-noioyment  levels  are  in  thousands. 

Construction  data  are  three-month  mo  wig  averages . 
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Washington 


Ann 
Growt 

4 

3 

2 

1 

0 

19 

ual 

h(%) 

Population 

86 

1987 

1988                    1989                   1990 

1991 

■  U.S.                            Washington 

Quart 
Grown 
4 

erly 
K%) 

Personal  Income 
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1 

0  • 

-1  • 
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8686        87       87        888889899090 
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91        91        92 

— m   ,  . 

A. 37 


313 


Washington 


Nonagricuiturai  Employment 


Jan.  1990=100 

110   T 


100 


90  ■■ 


70 


Jan-    Jut-    Jan- 
85      85      86 


Jut-    Jan-   Jul-   Jan-    Jul-   Jan-   Jul-   Jan-   Jul-   Jan-   Jul-   Jan-   Jul-   Jan- 
868787883889899090      91       91929293 


U.S. 


Washington 


Unemployment  Rate 

Percent 

13  T 

12' 

11  I 

10  i 

9  J 

8 

7- 
6 
5  • 

— ."-TT. -*v.-'-.-'  s* 

4  ■ 

3  • 

2^ 

Jan- 

Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan-    Jul-    Jan- 

85 

85       86       86 

878788888989909091 

91       92      92      93 

A.38 


1 


314 


Washington 


1989Q4*  100 
120  - 


60 
40 
20 


Total  Loans 


Dec-    Jun-    Dec-    Jun-    Dec-    Jim-     Dec-    Jun-    Dec-    Jim-    Dec-    Jun-    Dec-    Jun-    Dec- 

8S    86    86    87    37    38    88    89    89    90    90    SI    91    92    92 


U.S. 


Washinaton 


198904  =  100 
120  t 

100  • 

80 

60  + 

40 

20 


Business  Loans 


Dec-  Jun-  Dec-  Jun-  Dec-  Jun-  Dec-  Jun-  Dec-  Jun-  Dec-  Jun-  Dec-  Jun-  Dec- 
85    86    86    87    87    88    88    89    39    90    90    91    91    92    92 


U.S. 


Washington 


A.39 
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Washington 

Current  Economic  Statistics 
Seasonally  Adjusted 


Total  Non-Agnculturai  Employment 
Mining 
Construction 
Manutactunng 
T.C.P.U. 
Trade 
F.UR.E. 
Services 

Federal  Government 
State  and  Local  Government 


Civilian  Labor  Force 
Civilian  Emoloyment 
Unemployment  Rate 


Non-Residential  Const  Awards  (S  millions) 


Residential  Construction  Permits 


Annualized  % 

Change  From 

%  Change 

Previous 

From 

Jan-93 

Dec-92 

Jan-92 

Month 

Year  Earlier 

2240.7. 

2233.0 

2201.9 

4.2 

1.8 

3.4 

3.4 

3.5 

11.3 

-0.1 

122.1 

121.9 

119.2 

1.3 

2.4 

342.9 

342.7 

349.6 

0.7 

-1.9 

112.9 

113.2 

113.1 

-2.5 

-0.1 

546.8 

539.1 

533.5 

18.8 

2.5 

117.3 

117.7 

118.6 

0.5 

^.7 

566.7 

567.3 

545.6 

-1.3 

3.9 

71.7 

72J2 

73.4 

-7.5 

-2.3 

356.4 

355.6 
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Office  of  the  Comptroller  of  the  Currency 

Joint  Release  Federal  Deposit  Insurance  Corporation 

Federal  Reserve  Board 


Office  of  Thrift  Supervision 


Interagency  Policy  Statement  on 
Credit  Availability 

March  10, 1993 

The  four  federal  regulators  of  banks  and  thrifts  —  the  Office  of  the  Comptroller  of  the 
Currency,  the  Federal  Deposit  Insurance  Corporation,  the  Board  of  Governors  of  the 
Federal  Reserve  System,  and  the  Office  of  Thrift  Supervision  —  today  announced  a 
program  directed  at  dealing  with  problems  of  credit  availability,  especially  for  small  and 
medium-sized  businesses. 

The  program  will  focus  on  the  five  areas  in  which  the  agencies  will  take  action  designed 
to  allcviarc  the  apparent  reluctance  by  banks  and  thrifts  to  lend   Those  areas  arc: 

Lending  to  Small-  and  Medium-sized  Businesses 

Real  Estate  Lending  and  Appraisals 

Appeals  of  Examination  Decisions  and  Complaint  Handling 

Examination  Processes  and  Procedures 

Paperwork  and  Regulatory  Burden. 

The  agencies  intend  to  complete  virtually  all  of  the  changes  proposed  in  the  program 
within  the  next  few  months.  As  the  specifics  of  any  change  are  finalized,  that  change  will 
be  made  and  published  while  details  of  other  changes  are  in  the  process  of  being 
finalized. 

A  complete  statement  about  the  actions  the  agencies  have  planned  is  attached  The 
statement  reaffirms  the  agencies'  belief  that  it  is  in  the  interest  of  lenders,  borrowers  and 
the  general  public  that  creditworthy  borrowers  have  access  to  credit. 

This  policy  statement  will  be  distributed  to  all  federally  examined  banks  and  thrifts 
and  to  all  regulatory  agency  offices  and  examiners. 
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Office  of  the  Comptroller  of  the  Currency 
Federal  Deposit  Insurance  Corporation 
Federal  Reserve  Board 
Office  of  Thrift  Supervision 


Interagency  Policy  Statement  on 
Credit  Availability 

March  10,  1993 


Problems  with  the  availability  of  credit  over  the  last  few  years  have  been  especially 
significant  for  small-  and  medium-sized  businesses  and  farms.  This  reluctance  to  lend 
may  be  attributed  to  many  factors,  including  general  trends  in  the  economy;  a  desire  by 
both  borrowing  and  lending  institutions  to  improve  their  balance  sheets;  the  adoption  of 
more  rigorous  underwriting  standards  after  the  losses  associated  with  some  laxities  in  the 
1980s;  the  relative  attractiveness  of  other  types  of  investments;  the  impact  of  higher 
capital  requirements,  supervisory  policies,  and  examination  practices;  and  the  increase  in 
regulation  mandated  by  recent  legislation  —  specifically,  the  Financial  Institutions  Reform 
Recovery  and  Enforcement  Act  (F1RREA)  and  the  Federal  Deposit  Insurance  Corporation 
Improvement  Act  (FDICIA). 

The  four  federal  regulators  of  banks  and  thrifts  —  the  Office  of  the  Comptroller  of  the 
Currency,  the  Federal  Deposit  Insurance  Corporation,  the  Board  of  Governors  of  the 
Federal  Reserve  System,  and  the  Office  of  Thrift  Supervision  —  recognize  that  in  the  last 
several  years  the  buildup  of  certain  regulations  and  practices  has  become  overly 
burdensome.  Indeed,  those  regulations  and  practices  may  have,  in  some  cases,  stifled 
lending,  particularly  to  small-  and  medium-sized  businesses  that  met  prudent  underwriting 
standards. 

it  is  in  the  interest  of  lenders,  borrowers,  and  the  general  public  that  creditworthy  loans 
be  made.  Since  economic  growth,  especially  job  growth,  is  fueled  primarily  by  small- 
and  medium-sized  businesses,  credit  availability  to  those  borrowers  is  especially 
important.  Accordingly,  the  agencies  are  working  on  the  details  of  a  new  program  to  help 
ensure  that  regulatory  policies  and  practices  do  not  needlessly  stand  in  the  way  of  lending. 
Loans  to  creditworthy  borrowers  should  be  made  whenever  possible,  as  long  as  they  arc 
fully  consistent  with  safe  and  sound  banking  practices. 
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Background 

The  new  program  is  one  aspect  of  an  overall  effort  by  the  agencies  to  evaluate  carefully 
and  react  appropriately  to  risk  in  the  United  States  financial  services  industry.  That 
overall  effort  envisions  substantial  oversight,  in  some  cases  more  than  we  have  now,  in 
ureas  that  pose  greater  risk  to  the  system.  By  the  same  token,  regulatory  burden  will  be 
reduced  where  risk  is  low.  especially  for  strong,  well-managed  banks  and  thrifts.  This 
program  is  also  part  of  a  broader  effort  to  ensure  equal  credit  opportunity  for  all 
Americans  and  to  make  credit  and  other  financial  services  available  to  low-  and  moderate- 
income  neighborhoods  and  disadvantaged  rural  areas. 

The  Program 

The  new  program  involves  a  variety  of  regulatory  and  other  administrative  changes  which 
have  been  agreed  to  in  principle  by  the  agencies.  These  changes  fall  into  five  categories, 
each  of  which  is  discussed  below. 

Timing.  The  agencies  will  work  to  complete  virtually  all  of  the  changes  outlined  below 
within  the  next  three  months.  Once  the  specifics  of  my  of  the  changes  are  agreed  upon, 
that  change  will  be  made  and  published,  while  distribution  of  other  changes  remains  to 
be  made. 

1,  Eliminating  Impediments  to  Loans  lu  Small-  and  Medium-Sized  Businesses 

Reducing  Documentation.  Strong  and  well-managed  banks  and  thrifts  will  be  permitted 
to  make  and  carry  a  basket  of  loans  with  minimal  documentation  requirements,  consistent 
with  applicable  law.  To  ensure  that  these  loans  arc  made  to  small-  and  medium-sized 
businesses,  dicrc  will  be  a  ceiling  on  the  size  of  such  loans  and  limits  on  the  aggregate 
of  such  loans  a  bank  may  make. 

Encouraging  Use  of  JudgmentVBorran'er's  Reputation.  The  agencies  will  issue 
guidance  to  make  it  clear  that  banks  and  thrifts  are  encouraged  to  make  loans  to  small- 
and  medium-sized  businesses,  particularly  loans  in  the  basket  discussed  ubove,  and  to  use 
I  heir  judgment  in  broadly  assessing  the  creditworthy  nature  of  the  borrower  —  general 
reputation  and  good  character  as  well  as  financial  condition  may  be  elements  in  making 
these  judgments.  Reliance  on  a  broad  range  of  factors  when  making  a  credit 
determination  is  especially  important. 

Other  Assets  Especially  Mentioned.  Improper  use  of  the  category  nf  Other  Assets 
F.speciaJIy  Mentioned  (OAEM)  may  inhibit  lending  10  small-  and  medium-sized 
businesses.  Accordingly,  the  agencies  will  clarify  that  examination  and  rating  procedures 
do  not  group  OAEM  loans  with  classified  loans. 
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2.  •        Reducing  Appraisal  Burden  and  Improving  the  Climate  for  Real  Estate 

The  experience  of  the  last  decade  has  underscored  the  importance  of  sound  underwriting 
standards  and  effective  supervision  for  commercial  real  estate  loans.  Nonetheless,  in 
certain  instances  regulatory  hurdens  may  be  adversely  affecting  loans  to  sound  borrowers, 
litis  may  be  particularly  so  in  the  case  of  loans  secured  by  real  estate  that  are  primarily 
used  for  non-real  estate  business  purposes.  Real  estate  collateral  is  often  pledged  for 
loans  to  small-  and  medium-sized  companies  that  have  few  other  tangible  assets. 

Using  Real  Estate  Appraisals  Prudently.  In  some  cases  currently  required  real  estate 
appraisals  may  not  add  to  the  safety  and  soundness  of  the  credit  decision.  Indeed,  in 
some  cases,  appraisals  may  prove  so  expensive  that  they  make  a  sound  small-  or  medium- 
sbed  business  loan  uneconomical.  Accordingly,  the  agencies  will  make  changes  to  their 
rules  relating  to  real  estate  appraisals  along  the  following  lines: 

•  Accept  Additional  Collateral 

When  real  estate  is  offered  as  additional  collateral  for  a  business  loan,  both  the 
time  and  expense  involved  in  obtaining  an  appraisal  from  a  certified  or  licensed 
real  estate  appraiser  may  discourage  a  bank  or  thrift  from  taking  the  collateral, 
may  increase  the  cost  of  credit  significantly,  or  even  may  cause  the  loan  nut  to  be 
made.  In  some  such  cases,  the  real  estate  appraisal  requirement  is 
counterproductive  from  a  safety  and  soundness  perspective.  Moreover,  the 
constraint  on  credit  flows  to  sound  businesses  may  he  .substantial  Accordingly, 
the  agencies  will  alter  their  real  estate  appraisal  rules  so  as  not  to  require  an 
appraisal  by  a  licensed  or  certified  appraiser  for  such  loans. 

Reexamine  Appraisal  Thresholds 

Appraisals  conducted  by  licensed  and  certified  real  estate  appraisers,  even  on  real 
estate  of  modest  value  can  be  quite  costly.  In  the  case  of  a  smaller  loan,  the 
requirement  of  an  appraisal  by  a  licensed  or  certified  real  estate  appraiser  may 
make  a  sound  loan  uneconomical.  Accordingly,  the  agencies  will  reexamine  their 
existing  rules  to  make  certain  that  thresholds  below  which  formal  appraisals  are 
not  needed  are  reasonable. 

•  Limit  Periodic  Appraisals 

In  some  cases  real  estate  appraisals  have  been  required  after  a  loan  has  been  made, 
and  in  circumstances  where  the  appraisal  did  not  add  to  the  safely  and  soundness 
of  the  loan.  Accordingly,  the  agencies  will  work  10  make  certain  that  real  estate 
appraisals  arc  required  after  a  loan  is  made  only  when  clearly  needed  for  safety 
and  soundness  purposes,  provided  of  course,  that  ai!  requirements  under  law  have 
been  met. 
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Changing  Rules  on  Financing  of  Other  Rcai  Estate  Owned.  Currently,  accounting  and 
other  rules  may  discourage  banks  and  thrifts  from  providing  financing  to  borrowers  who 
wish  to  purchase  real  estate  classified  as  Other  Real  Estate  Owned.  The  agencies  will 
review  rules  relating  to  the  reporting  treatment  and  classification  of  such  loans  and  make 
appropriate  changes  to  facilitate  financing  to  creditworthy  borrowers,  consistent  with  safe 
and  sound  banking  and  accounting  practices. 

Reviewing  In  Substance  Foreclosure  Rules.  The  inappropriate  use  of  in  substance 
foreclosure  rules  have  required  foreclosure  valuation  treatment  of  loans  when  borrowers 
were  current  on  principal  and  interest  payments  and  could  reasonably  be  expected  to  repay 
the  loan  in  a  timely  fashion.  The  agencies  will  work  with  the  appropriate  authorities  to 
alter  that  treatment  and  to  coordinate  a  change  in  accounting  principles  and  reporting 
standards. 

Avoiding  Liquidation  Values  on  Real  Estate  Loans.  Loans  secured  by  real  estate 
should  he  evaluated  based  on  the  borrower's  ability  to  pay  over  time,  rather  than  a 
presumption  of  immediate  liquidation.  The  agencies  will  work  with  their  examination 
staffs  to  ensure  that  real  estate  loans  arc  evaluated  in  accordance  with  agency  policy. 

3.         Enhancing  and  Streamlining  Appeals  and  Complaint  Processes 

Appeals.  It  is  important  for  bankers  to  have  an  avenue  by  which  they  can  obtain  a 
review  of  an  examiner's  decision  when  they  wish.  For  that  reason,  each  of  the  agencies 
has  established  an  appeals  process.  'To  ensure  the  effectiveness  of  those  processes,  each 
agency  will  take  appropriate  steps  to  ensure  that  its  appeals  process  is  fair  and  effective. 

In  particular,  each  agency  will  ensure  that  its  process  provides  a  fair  and  speedy  review 
of  examination  complaints  and  that  there  is  no  retribution  against  either  the  bank  or  the 
examiner  as  the  result  of  an  appeal. 

Complaints.  Each  of  the  agencies  has  a  process  to  handle  mure  general  complaints  from 
the  institutions  they  regulate  and  from  the  general  public.  Although  (he  volume  of  such 
complaints  can  be  high,  each  agency  recognizes  that  reviewing  and  responding  to  these 
complaints  is  an  important  element  of  proper  supervision.  The  agencies  are  particularly 
concerned  that  complaints  of  discriminatory  lending  practices  be  handled  with  the  utmost 
seriousness  and  on  an  expedited  basis. 

Accordingly,  the  agencies  will  review  their  complaint  processes  to  improve  both  the  care 
with  which  complaints  are  scrutinized  and  the  timeliness  of  responses. 
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4.  Improving  Examination  Process  and  Procedures 

Reducing  the  Burden  of  the  Examination  Process.  A  proper  examination  of  a  bank  or 
thrift  by  its  very  nature  involves  some  disruption  to  the  examined  institution.  Such 
disruptions,  however,  are  costly  to  the  institution  and  can  interfere  with  its  credit 
functions.    It  is  highly  desirable  that  examination  disruptions  be  mtnimized 

Accordingly,  the  agencies  have  agreed  to  intensify  efforts  to  minimiz*  such  disruptions 
and,  in  particular,  to  take  the  following  steps:  (i)  eliminate  duplication  in  examinations 
by  multiple  agencies,  unless  clearly  required  by  law,  (if)  increase  coordination  of 
examinations  among  the  agencies  when  duplication  is  required,  and  (iii)  establish 
procedures  to  centralize  and  streamline  examination  in  multibank  organizations. 

Refocti sing  the  Examination  Process.  If  examinations  are  to  fulfill  their  functions  in 
the  areas  of  safety  and  soundness,  fair  lending,  and  consumer  protection  compliance,  it 
is  important  constantly  to  reexamine  the  elements  of  the  examination  to  determine  whether 
the  process  is  effective.  Similarly,  regulations  and  interpretations  must  continually  be 
assessed  to  determine  whether  they  are  fulfilling  these  functions. 

To  improve  the  regulatory  process,  the  agencies  have  agreed  to  heighten  their  emphasis 
in  examinations  on  risk  to  the  institution  and  to  issues  involving  fair  lending  in  place  of 
areas  that  have  become  less  productive  over  time.  Agency  policies  and  procedures  will 
be  reviewed  with  this  focus  in  mind. 

Reducing  Regulatory  Uncertainty.  Uncertainty  is  part  of  the  regulatory  burden  that 
banks  and  thrifts  face  and  that  contributes  to  their  reluctance  to  make  some  credits 
available.  This  uncertainty  can  stem  from  ambiguous  language  in  regulations  and 
interpretations,  from  delays  in  publishing  regulations  and  interpretations,  and  from  failures 
to  follow  uniform  examination  standards  that  clearly  reflect  agency  policies. 

Accordingly,  the  agencies  will  review  their  regulations  and  interpretations  to  rninimize 
ambiguity  wherever  possible  and  will  step  up  efforts  to  publish  regulations  and 
interpretations  required  by  law  or  sound  regulatory  practice.  In  addition,  the  agencies  will 
reemphasize  to  their  examiners  to  follow  agency  policies  and  guidelines  carefully  and 
accurately  in  carrying  out  examinations  and  reviewing  applications.  The  agencies  will 
make  every  effort  to  ensure  that  examination  and  application  processing  is  performed 
uniformly  across  the  country.   - 

5.  Continuing  Further  Efforts  and  Reducing  Burden 

Further  Efforts.  Additional  items  will  be  reviewed  for  possible  change.  One  item  that 
will  be  reviewed  relates  to  the  treatment  of  partially  charged-off  loans.  Under  current 
practice  delinquent  loans  that  have  been  partially  charged  off  cannot  be  returned  to 
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performing  status  even  when  the  borrower  is  able  10,  and  fully  intends  to.  pay  the 
remaining  interest  and  principal  to  the  bank  in  a  timely  fashion.  The  agencies  will  work 
to  develop  common  standards  for  determining  when  a  loan  may  be  returned  to  accrual 
status. 

Paperwork  Burden.  No  good  is  served  by  forcing  banks  to  bear  an  excessive  regulatory 
paperwork  burden.  Accordingly,  the  agencies  have  begun  and  will  continue  to  review  all 
paperwork  requirements  to  eliminate  duplication  and  other  excesses  thai  do  not  contribute 
substantially  to  safety  and  soundness. 

Regulatory  Burden.  It  is  not  paperwork  alone  that  unnecessarily  burdens  banks  and 
thrifts.  Regulations  and  interpretations  also  may  be  unnecessarily  burdensome.  In  some 
cases  the  passage  of  time  has  made  regulations  outmoded  In  other  cases  the  regulations 
may  not  have  fulfilled  their  goals. 

Accordingly,  the  agencies  also  have  begun  and  will  continue  to  review  all  regulations  and 
interpretations  to  minimize  burden  while  maintaining  safety  and  soundness  standards. 
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March  8,  1993 

Honorable  William  J.  Clinton 

President 

The  White  House 

1600  Pennsylvania  Avenue,  N.W. 

Washington,  D.C.  20500 

Dear  Mr.  President: 

We  applaud  your  commitment  to  improving  credit  availability  as  a  means 
of  revitalizing  distressed  communities.  As  you  develop  an  initiative  to  enhance 
community  lending,  including  the  promotion  of  community  development  banks, 
we  would  like  to  take  this  opportunity  to  outline  several  principles  which  we 
hope  will  be  reflected  in  your  proposal. 

During  the  past  month,  as  it  did  in  the  previous  Congress,  the  Senate 
Banking  Committee  held  a  series  of  hearings  on  improving  access  to  capital 
among  traditionally  underserved  populations  and  in  distressed  areas.  The 
testimony  we  heard  in  these  hearings  was  disturbing.  Credit  and  basic 
financial  services  --  which  are  integral  to  strong,  vibrant  economies  -  are  often 
unavailable  in  many  inner  city  and  rural  communities.  Discriminatory 
practices  remain  prevalent:  a  recent  study  by  the  Federal  Reserve  Bank  of 
Boston  found  that  minority  applicants  are  60%  more  likely  than  white 
applicants  to^be  rejected  for  mortgage  loans  ~  even  after  controlling  for  all 
legitimate  credit  concerns. 

These  hearings  have  led  us  to  the  following  conclusions: 

First,  any  community  lending  and  revitalization  initiative  must  build 
upon  the  existing  federal  statutes  governing  in  this  area.  We  urge  you  to 
make  strong  implementation  and  enforcement  of  the  Community  Reinvestment 
Act  (CRA),  the  Fair  Housing  Act  and  the  Equal  Credit  Opportunity  Act  the 
cornerstone  of  efforts  to  increase  community  lending  in  underserved  areas. 

CRA  is  the  bedrock  of  our  nation's  community  lending  efforts.  Under  the 
law,  insured  depository  institutions  have  an  affirmative  and  continuing 
obligation  to  help  meet  the  credit  needs  of  the  entire  community  in  which  they 
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are  chartered.  Despite  inconsistent  and  lax  enforcement,  community 
organizations  estimate  that  CRA  has  led  to  billions  of  dollars  committed  for 
reinvestment  in  areas  traditionally  underserved.  With  clear  support  from  the 
Administration,  and  an  emphasis  on  performance  rather  than  paperwork,  the 
private  resources  available  for  reinvestment  would  increase  dramatically. 

We  are  concerned  about  recent  proposals  that  would  exempt  insured 
depositories  that  invest  in  community-oriented  financial  institutions  from  CRA. 
While  such  investment  should  be  encouraged,  it  is  not  a  substitute  for  lending 
by  traditional  commercial  banks.  Exemption  from  CRA  in  exchange  for  such 
investment  may,  in  fact,  actually  result  in  a  decrease  in  the  availability  of 
capital  to  already  credit-starved  communities.  We  would  strongly  oppose  such 
proposals. 

Second,  the  housing-related  government  sponsored  enterprises  --  the 
Federal  Home  Loan  Bank  System,  Fannie  Mae,  and  Freddie  Mac  -  also  offer 
powerful  mechanisms  to  leverage  private  sector  resources.  The  Housing  and 
Community  Development  Act  of  1992  established  explicit  goals  for  investment 
by  Fannie  Mae  and  Freddie  Mac  in  affordable  housing  and  housing  in  inner 
cities  and  other  underserved  areas.  These  goals  should  be  vigorously  pursued. 
The  Affordable  Housing  and  Community  Investment  Programs  operated  by  the 
twelve  Home  Loan  Banks  also  channel  critical  private  resources  into  housing 
and  business  assistance  and  should  be  strengthened. 

Third,  a  national  community  lending  initiative  should  build  upon  the 
existing  network  of  community-oriented  financial  institutions,  including 
community  development  credit  unions,  community  development  loan  funds, 
micro-enterprise  lenders,  community  development  banks,  minority-owned 
financial  institutions  and  community  development  corporations.  Over  the  last 
two  decades^hese  institutions  -  specifically  dedicated  to  revitalization  of 
distressed  areas  --  have  developed  a  proven  track  record  of  stemming 
disinvestment  in  distressed  communities. 

We  look  forward  to  working  with  you  to  craft  a  national  community 
lending  initiative  that  incorporates  these  principles. 


Sincerely, 


Paul  S.  Sarbanes  Donald  W.  Riegle,  Jr 

Chairman,    Subcommittee  Chairman      (..      ^ 

on  Housing  and  Urban  Affairs  , 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 

FROM  RICHARD  F.  SYRON 

FEDERAL  RESERVE  BANK  OF  BOSTON 

Q.1A,  What  in  your  view  accounts  for  the  large  share  that  foreign 
banks  now  have  of  the  U.S.  commercial  lending  market? 

A.1A.  Several  factors  affect  the  ability  of  foreign  banks  to  compete 
in  providing  banking  services.  Because  the  marginal  source  of  de- 
posits should  be  similar  across  all  internationally  active  banks,  the 
cost  of  equity  will  determine  the  minimum  markup  that  a  bank 
will  require  to  make  an  additional  loan.  The  cost  of  bank  equity 
may  differ  across  countries  because  of  differences  in  direct  taxes 
such  as  corporate  taxes,  indirect  taxes  such  as  reserve  require- 
ments and  deposit  insurance  premiums,  risk  premia  resulting  from 
official  bank  safety  nets  and  different  macroeconomic  stabilization 
policies,  and  household  saving  rates,  which  influence  the  valuation 
of  income  streams. 

Considering  all  these  factors,  the  cost  of  bank  capital  in  the  Unit- 
ed States  is  generally  considered  to  be  higher  than  in  many  other 
countries.  Banks  with  lower  costs  of  capital  can  charge  lower  mar- 
gins over  their  cost  of  funds,  resulting  in  gains  in  market  share. 

While  loan  pricing  is  an  important  motive  for  domestic  firms  to 
use  foreign  banks,  some  foreign  banks  may  also  be  more  familiar 
with  various  alternative  financing  strategies,  may  be  better  able  to 
serve  financing  needs  in  other  countries  and  currencies,  and  may 
be  more  familiar  with  the  range  of  international  services  requirea 
by  firms  competing  in  both  U.S.  and  foreign  markets. 

Q.1B.  Do  the  so-called  grandfather  provisions  of  the  International 
Banking  Act  of  1978  dealing  with  Glass-Steagall  and  interstate 
banking  give  foreign  banks  competitive  advantages  in  competing 
for  market  share  in  this  country? 

A.1B.  The  passage  of  the  International  Banking  Act  of  1978  (IBA) 
represented  the  first  major  step  toward  imposing  uniform  federal 
regulation  over  foreign  banks  operating  in  the  United  States.  Ap- 
plying the  principle  of  "national  treatment,"  Congress  subjected  for- 
eign bank  operations  to  essentially  the  same  branching  activity 
constraints,  reserve  requirements,  and  deposit  insurance  regula- 
tions that  applied  to  domestic  banks.  Prior  to  this  time  foreigji 
banks  were  primarily  regulated  under  the  laws  of  each  State  in 
which  they  were  located.  The  fundamental  purpose  of  the  IBA  was 
to  reduce  or  eliminate  the  regulatory  inequities  and  inconsistencies 
that  were  perceived  to  have  provided  a  competitive  advantage  to 
the  U.S.  operations  of  foreign  banks,  as  compared  to  their  domestic 
competitors. 

The  IBA  contains  a  grandfather  provision  which  permits  a  for- 
eign bank  to  continue  to  operate  branches  that  were  open  or  ap- 
plied for  on  or  before  July  27,  1978.  Such  branches  are  not  subject 
to  the  out-of-home-state  deposit-taking  limitations.  This  exemption 
applies  only  to  a  particular  branch  and  does  not  allow  the  foreign 
bank  to  open  additional  branches  in  states  other  than  the  "home- 
state." 

Overall,  these  factors  would  not  appear  to  be  a  source  of  material 
competitive  imbalance.  A  review  of  banking  and  business  periodi- 
cals found  no  hard  data  to  support  a  premise  that  foreign  banks 
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operating  in  the  United  States  enjoy  a  competitive  advantage  over 
domestic  banks  because  of  any  grandfather  provisions  contained  in 
the  IBA. 

Q.1C.  Does  the  U.S.  inadvertently  give  foreign  banks  other  com- 
petitive advantages  such  as  excluding  their  wholesale  branches 
from  CRA  requirements  while  U.S.  wholesale  banks  are  subject  to 
such  requirements? 

A.1C.  In  December  1991,  Congress  enacted  the  Foreign  Bank  Su- 
pervision Enhancement  Act.  The  act  was  intended  to  fill  gaps  in 
the  supervision  and  regulation  of  foreign  banks  and  to  ensure  that 
the  banking  policies  established  by  Congress  were  implemented  in 
a  fair  and  consistent  manner  with  respect  to  all  entities  (domestic 
and  foreign)  conducting  a  banking  business  in  the  United  States. 
With  certain  exceptions,  such  as  the  cited  CRA  example,  competi- 
tive advantages  enjoyed  by  foreign  banks  over  their  domestic  coun- 
terparts have  been  corrected  legislatively. 

Q.1D.  Can  you  list  all  the  competitive  advantages  that  the  U.S. 
gives  foreign  banks  in  our  market? 

A.1D.  The  most  significant  competitive  advantages  enjoyed  by  for- 
eign banks  would  be  those  factors  that  result  in  a  lower  cost  of  cap- 
ital. To  the  extent  that  foreign  governments  provide  greater  sup- 
port to  troubled  banks  than  does  the  United  States,  foreign  banks 
experience  lower  costs  of  subordinated  debt  and  equity.  Because  of 
the  broader  bank  safety  net  in  many  foreign  countries,  investors 
will  require  a  lower  risk  premium  on  these  foreign  bank  debt  and 
equity  investments.  In  addition,  because  business  customers  of 
banks  can  also  be  adversely  affected  by  banks  experiencing  finan- 
cial difficulties,  the  broader  bank  safety  net  in  foreign  countries 
may  result  in  borrowers  shifting  to  foreign  banks  that  they  view  as 
more  reliable  during  difficult  financial  periods. 

Bank  regulations  that  serve  as  an  implicit  tax  on  banks,  such  as 
reserve  requirements  and  deposit  insurance  premiums,  raise  the 
cost  of  capital  for  domestic  banks.  Actions  that  lower  the  taxes  on 
domestic  banks  will  also  lower  their  cost  of  capital,  making  domes- 
tic banks  more  competitive  with  foreign  banks. 

Q.2A.  Last  month,  we  held  a  hearing  on  lending  discrimination  at 
which  the  Federal  Reserve  Bank  of  Boston  testified  regarding  its 
recent  study  on  mortgage  lending  in  Boston.  The  study  revealed 
that,  after  all  legitimate  credit-related  concerns  are  taken  into  ac- 
count, blacks  are  still  60  percent  more  likely  than  comparable 
whites  to  be  rejected  for  home  mortgage  loans.  What  actions  have 
you  taken  in  response  to  the  findings  of  this  study? 

A.2A.  The  Federal  Reserve  Bank  of  Boston  has  responded  to  the 
findings  of  the  mortgage  lending  study  in  several  ways. 

The  Bank,  as  requested,  has  provided  information  gathered  in 
the  mortgage  study  to  the  corresponding  mortgage  lenders'  primary 
regulators.  The  Bank  also  referred  one  institution's  activities  to  the 
Department  of  Justice  for  review.  In  addition,  the  Bank's  Research 
Department  has  presented  the  findings  of  the  studv  and  discussed 
the  applicability  of  the  methodology  at  numerous  forums  attended 
by  community  organizations,  lending  institutions  and  supervisory 
agency  representatives.  Such  forums  have  included  a  seminar  held 
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by  the  Massachusetts  Attorney  General,  a  conference  sponsored  by 
Fannie  Mae,  and  a  seminar  held  by  the  Housing  Discrimination 
Project,  as  well  as  many  others. 

The  Bank  has  developed  a  guide  for  mortgage  lenders  entitled 
Closing  the  Gap:  A  Guide  to  Equal  Opportunity  Lending.  This  pub- 
lication provides  suggestions  in  several  areas  of  business  oper- 
ations, including  staff  training,  underwriting  standards  and  prac- 
tices, second  review  policies,  marketing,  and  testing.  Closing  the 
Gag  stresses  the  importance  of  developing  a  comprehensive  and 
flexible  strategy  that  integrates  fair  lending  practices  into  an  insti- 
tution's daily  business  operations.  The  publication  will  be  released 
in  early  May  and  distributed  nationwide. 

The  Bank  also  devoted  an  issue  of  its  quarterly  newsletter,  Com- 
munities &  Banking,  to  discrimination  in  mortgage  lending.  The 
issue  included  a  summary  of  the  recommendations  put  forth  in 
Closing  the  Gap  and  a  guide  for  home  buyers  on  the  mortgage  lend- 
ing process.  The  publication  was  sent  to  2,800  bankers,  community 
developers,  and  government  agency  staff  in  New  England. 

The  Bank's  Examination  Department  is  using  the  new  HMDA 
analysis  system  devised  by  the  Federal  Reserve  Board  in  its  CRA 
and  ECOA  examinations.  This  system  allows  examiners  to  create 
up  to  200  different  reports  that  combine  HMDA  and  census  data. 
These  reports  can  help  examiners  detect  discriminatory  lending 
practices  by  raising  statistical  flags  that  would  cause  examiners  to 
review  loan  applications  more  closely.  This  system  is  available  to 
the  other  regulatory  agencies  through  their  Washington  offices.  In 
May,  the  New  England  Council  of  Consumer  Examiners  trained  ap- 
proximately 60  examiners  on  the  appropriate  use  of  the  system. 

Q.2B.  At  another  hearing  on  access  to  capital  in  low-income  com- 
munities, Bruce  Marks,  Executive  Director  of  the  Union  Neighbor- 
hood Assistance  Corporation,  suggested  that  the  Federal  Reserve 
banks  hold  hearings  on  mortgage  discrimination  and  reverse  red- 
lining in  their  respective  districts.  That  looks  like  a  good  idea  to 
me.  Will  you  hold  such  a  hearing? 

A.2B.  The  Federal  Reserve  Bank  of  Boston  has  been  active  in  ad- 
dressing both  mortgage  discrimination  and  reverse  redlining.  The 
Bank's  most  recent  efforts  on  mortgage  discrimination  are  the 
study  referred  to  in  question  2A.  and  the  response  outlined  in  the 
answer  to  that  question. 

With  respect  to  future  activities,  the  Federal  Reserve  Bank  of 
Boston  will  soon  release  its  guide  for  mortgage  lenders,  Closing  the 
Gap.  The  Bank  is  planning  a  series  of  community  forums  in  major 
First  District  cities,  organized  around  the  guide  and  designed  to  so- 
licit feedback  and  foster  public  discussion  of  ways  to  address  these 
issues.  The  hope  would  be  that  such  forums  would  constructively 
reinforce  and  build  upon  the  efforts  already  under  way  to  eliminate 
discrimination  and  would  not  simply  revisit  issues  previously  docu- 
mented through  both  research  and  congressional  hearings. 

Regarding  reverse  redlining,  in  1991  the  Boston  Fed  undertook 
an  examination  of  second  mortgages  in  Boston  following  disclosures 
of  abusive  practices.  The  Bank's  analysis  clarified  the  scope  of  the 
problem  and  identified  the  lenders  involved.  These  results  enabled 
state  officials  to  focus  their  investigations   and  negotiate  settle- 


69-678  0-93-12 


328 

ments  that  mitigated  the  harm  to  victims  of  the  abusive  practices. 
The  Bank  also  convened  a  conference  and  produced  an  informa- 
tional brochure  on  second  mortgage  scams. 

Congressional  hearings,  one  at  this  Reserve  Bank,  have  been 
held  in  Boston  on  mortgage  discrimination  and  second  mortgage 
scams.  We  testified  at  both  nearings  along  with  other  witnesses. 

Q.3.  I — together  with  my  colleagues,  Senators  Dodd,  Boxer, 
Moseley-Braun,  and  others — have  introduced  legislation  that  pro- 
vides funding  for  the  reuse  or  "recycling"  of  abandoned  and 
underutilized  industrial  and  commercial  facilities  and  sites  in  dis- 
tressed areas  of  our  cities  and  states.  Do  you  share  my  belief  that 
we  must  facilitate  the  reuse  of  environmentally  contaminated  land, 
if  we  wish  to  make  efficient  use  of  our  Nation's  community  infra- 
structure and  restore  economic  activity  in  our  distressed  areas? 

A.3.  The  cleanup  of  contaminated  industrial  and  commercial  sites 
so  that  they  can  be  returned  to  use  is  important  to  the  future  of 
many  economically  distressed  areas  in  the  First  District.  Because 
of  New  England's  early  industrialization,  the  District  undoubtedly 
has  many  such  sites  currently  standing  idle,  as  concerns  about  li- 
ability prevent  their  sale  to  new  owners  interested  in  putting  them 
to  better  use.  Recycling  contaminated  sites  would  make  more  effi- 
cient use  of  the  existing  road  and  sewer  infrastructure  that  already 
serves  them  and  might  help  limit  the  spread  of  commercial  and  in- 
dustrial activity  to  currently  undeveloped  land. 

The  proposed  legislation  should  help  stimulate  cleanup  of  con- 
taminated sites  for  commercial  and  industrial  reuse.  Using  federal 
funds  to  leverage  state  and  local  government  and  private  funds  in- 
vested in  cleanup  will  obtain  more  cleanup  per  federal  dollar  than 
straight  federal  funding,  and  should  help  demonstrate  the  feasibil- 
ity and  benefits  of  such  recycling.  Similarly,  federal  grant  money 
might  help  "seed"  regional  insurance  pools  to  extend  the  availabil- 
ity of  environmental  risk  insurance.  In  some  cases,  however,  the 
owner's  risk  may  be  too  great  to  be  alleviated  by  the  proposed 
grants.  This  potential  limitation  of  the  program's  effectiveness  can 
be  examined  as  part  of  evaluating  the  legislation's  initial  dem- 
onstration projects. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RJEGLE 
FROM  E.  GERALD  CORRIGAN 

FEDERAL  RESERVE  BANK  OF  NEW  YORK 

Dear  Mr.  Chairman:  The  purpose  of  this  letter  is  to  respond  to  the 
questions  you  forwarded  to  me  with  your  letter  of  March  30,  1993. 
Before  turning  to  the  specific  questions  you  have  raised  about  the 
market  share  of  foreign  banks  in  lending  to  U.S.  commercial  and 
industrial  companies,  a  number  of  general  observations  should  be 
made  about  the  profile  of  foreign  bank  lending  to  U.S. -based  cor- 
porations. Most  important  is  the  recognition  that  a  very  substantial 
portion  of  the  growth  in  foreign  bank  lending  to  U.S.  corporations 
takes  the  form  of  foreign  bank  participation  in  syndicated  loans  in 
which  the  lead  bank  or  banks  are  typically  U.S.  banks.  For  exam- 
ple, and  as  summarized  in  Charts  1  and  2: 

— in  1991,  foreign  banks  took  down  about  half  of  the  more  than 
$250  billion  in  syndicated  loans  to  U.S.  corporations, 
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— in  the  more  limited  category  of  "jumbo"  syndicated  loans  (loans 
of  $500  million  or  more),  the  foreign  bank  share  in  1991  was 
more  than  60  percent. 

Aside  from  the  generally  significant  role  foreign  banks  play  in 
take  downs  of  syndicated  loans  to  U.S.  companies,  foreign  banks 
have  played  an  especially  important  role  in  large  bank  credit  facili- 
ties for  major  U.S.  industrial  companies  whose  access  to  the  com- 
mercial paper  market  has  been  impaired  by  reductions  in  their 
credit  ratings.  For  example: 

— it  is  estimated  that  when  access  to  the  commercial  paper  market 
by  Chrysler  and  Westinghouse  was  impaired  in  the  early  1990's, 
foreign  banks  provided  52  percent  and  72  percent,  respectively, 
of  the  bank  credit  facilities  needed  by  these  corporations  to  com- 
pensate for  the  reduced  access  to  the  commercial  paper  market, 

— while  still  in  syndication,  it  is  anticipated  that  foreign  banks  will 
account  for  at  least  50  percent  of  the  $25  billion  bank  credit  facil- 
ity for  GMAC  that  is  scheduled  to  be  signed  in  mid-May.  This 
will  be  the  largest  syndicated  credit  facility  on  record  and  prob- 
ably could  not  be  completed  without  important  foreign  bank  par- 
ticipation. 

Another  important  point  to  keep  in  mind  in  the  context  of  foreign 
bank  lending  to  U.S. -based  corporations  is  that  some  unknown  por- 
tion of  those  loans  is  being  made  to  U.S.  subsidiaries  of  foreign 
companies  operating  in  the  U.S.  Clearly  these  lending  patterns  are 
influenced  by  long-standing  relationships  between  the  parent  com- 
pany and  banks  in  the  home  country  of  the  parent — a  pattern  we 
also  witness  with  regard  to  foreign  affiliates  of  U.S.  companies. 

More  generally,  and  regardless  of  whether  foreign  bank  loans  to 
U.S.  companies  are  booked  in  the  U.S.  or  abroad,  and  regardless 
of  whether  the  borrower  is  a  U.S.  company  or  U.S. -based  affiliate 
of  a  foreign  corporation,  all  of  these  loans  provide  credit  and  liquid- 
ity which,  in  turn,  help  generate  output,  income  and  employment 
in  the  United  States. 

Against  that  background,  the  following  observations  are  made  in 
response  to  the  specific  questions  raised  in  your  letter. 

Q.l.  In  an  article  that  appeared  in  the  Spring  1992  Federal  Re- 
serve Bank  of  New  York  Quarterly  Review  on  Foreign  Bank  Credit 
to  U.S.  Corporations,  it  was  reported  that  the  foreign  bank  share 
of  the  U.S.  commercial  banking  market  is  higher  than  the  fre- 
quently cited  30  percent  figure,  which  is  based  on  loans  booked  in 
the  United  States.  Instead,  the  authors  contended:  "Foreign  banks 
have  won  a  market  share  for  themselves  closer  to  45  percent,  put- 
ting commercial  lending  ahead  of  chemical  and  automaking  in  the 
foreign  command  of  the  U.S.  market." 

Q.1A.  What  in  your  view  accounts  for  the  large  share  that  foreign 
banks  now  have  of  the  U.S.  commercial  lending  market? 
A.1A.  While  the  factors  cited  above  go  a  long  way  in  providing  the 
proximate  answer  to  the  rise  in  market  share  of  foreign  banks, 
they  do  not,  of  course,  get  to  the  fundamentals.  Many  of  these  fun- 
damentals are  covered  in  the  McCauley-Seth  study,  although  in 
some  instances  (such  as  the  impact  of  required  reserves  on  large 
time  deposits)  factors  cited  in  the  study  are  no  longer  relevant. 
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However,  in  looking  at  the  past  decade  or  so  it  is  likely  that  the 
single  most  important  factor  favoring  the  competitive  position  of 
foreign  banks  was  the  very  large  favorable  difference  in  the  cost  of 
capital  for  many  foreign  banks  relative  to  U.S.  banks,  and  large 
banks  in  particular.  Fortunately,  in  the  last  couple  of  years 
changes  in  relative  bank  stock  prices  and  national  interest  rates 
have  worked  to  narrow  these  differences  in  the  cost  of  capital. 

In  part  because  of  cost  of  capital  differences,  it  is  also  true  that 
during  much  of  the  1980's  some  foreign  banks  followed  very  aggres- 
sive expansion  policies  in  the  U.S.,  including  aggressive  pricing  for 
various  services.  It  is  also  true  that  the  mid-  to  late-eighties  saw 
many  major  U.S.  banks  in  a  weakened  position  that  directly  and 
indirectly  impaired  their  competitive  position.  Here,  too,  however, 
events — particularly  the  material  strengthening  of  many  of  the 
major  U.S.  banks  over  the  past  several  years — have  begun  to  shift 
conditions  in  favor  of  U.S.  banks. 

Q.1B.  Do  the  so-called  grandfather  provisions  of  the  International 
Banking  Act  of  1978  dealing  with  Glass-Steagall  and  interstate 
banking  give  foreign  banks  competitive  advantages  in  competing 
for  market  share  in  this  country? 

A.  IB.  In  competitive  terms,  the  key  issue  is  not  the  IBA 
grandfathering  provisions,  which  are  not  a  major  factor  in  explain- 
ing the  growth  of  foreign  bank  market  share  in  lending  to  U.S.- 
based  corporations.  That  said,  I  must  note  that  domestic  banks  are 
competitively  disadvantaged  by  the  inability  of  the  Congress  to  leg- 
islate the  broad-based  progressive  reform  of  our  banking  laws  that 
I  and  others  have  been  advocating  for  years. 

Q.1C.  Does  the  U.S.  inadvertently  give  foreign  banks  other  com- 
petitive advantages  such  as  excluding  their  wholesale  branches 
from  CRA  requirements  while  U.S.  wholesale  banks  are  subject  to 
such  requirements? 

A.1C.  Taken  by  themselves,  the  CRA  requirements  are  of  little  con- 
sequence. But,  to  the  extent  that  they  are  viewed  as  a  symptom  of 
a  relatively  harsh  regulatory  and  legislative  environment,  they  can 
undercut  trie  competitiveness  of  the  United  States  generally.  At  the 
extreme,  the  threat  or  reality  of  an  inhospitable  legislative  or  regu- 
latory environment  can  work  in  the  direction  of  shifting  wholesale 
banking  activities  of  foreign  and  U.S.  banks  off-shore,  with  all  of 
the  obvious  implications  for  employment  and  income  in  the  U.S. 

Q.1D.  Can  you  list  all  the  competitive  advantages  that  the  U.S. 
gives  foreign  banks  in  our  market? 

A.1D.  Since  the  United  States  follows  a  policy  of  national  treat- 
ment there  are  no  significant  competitive  advantages  that  the  U.S. 
"gives"  foreign  banks  in  our  market.  At  the  margin  the  factors  cited 
in  questions  "B"  and  "C"  may  have  minor  consequences  in  competi- 
tive terms,  but  these  factors  are  not  decisive,  especially  in  whole- 
sale banking  activities.  On  the  other  hand,  it  should  also  be  recog- 
nized that  some  state  laws  and  regulations  may  work  in  the  direc- 
tion of  competitive  disadvantages  for  foreign  banks. 

Q.2.  Last  month,  we  held  a  hearing  on  lending  discrimination  at 
which  the  Federal  Reserve  Bank  of  Boston  testified  regarding  its 
recent  study  on  mortgage  lending  in  Boston.  The  study  revealed 
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that,  after  all  legitimate  credit-related  concerns  are  taken  into  ac- 
count, blacks  are  still  60  percent  more  likely  than  comparable 
whites  to  be  rejected  for  home  mortgage  loans. 

Q.2A.  What  actions  have  you  taken  in  response  to  the  findings  of 
this  study? 

A.2A.  We  recognize  the  problems  of  discrimination  in  mortgage  and 
other  lending  that  have  been  detailed  in  the  findings  of  the  Boston 
study,  and  we  are  committed  to  taking  effective  actions  to  address 
them  as  directly  as  possible.  Two  of  our  initiatives  are,  I  think,  par- 
ticularly important. 

First,  we  are  looking  to  enhance  our  examination  and  enforce- 
ment efforts  in  the  area  of  mortgage  lending  discrimination.  Over 
a  year  ago,  we  embarked  on  an  ambitious  project  to  design  a  care- 
fully structured  statistical  approach  to  focus  examiner  resources  on 
potential  problem  areas.  Specifically,  we  have  developed  and  are  in 
the  process  of  testing  new  examination  techniques  that  are  based 
on  a  methodology  that  is  broadly  similar  to  that  of  the  Boston 
study.  Those  techniques  use  the  richer  data  now  available  under 
the  Home  Mortgage  Disclosure  Act  to  focus  examiner  attention  on 
specific  banks  and  specific  situations  where  disparate  treatment  of 
mortgage  applicants  are  most  apparent. 

While  a  great  deal  of  time  and  effort  has  gone  into  this  work, 
and  the  "early  returns"  are  encouraging,  I  want  to  emphasize  that 
the  work  is  still  in  a  development  and  experimentation  stage.  Nev- 
ertheless, we  believe  it  represents  an  innovative  and  potentially 
promising  way  to  address  the  problems  cited  by  the  Boston  study. 

Second,  this  year  we  are  redoubling  our  efforts  to  play  an  edu- 
cational and  catalytic  role  in  bringing  banks  and  community  groups 
together  to  develop  innovative,  but  practical,  approaches  to  meeting 
consumer  and  commercial  credit  needs  of  local  communities.  In  this 
regard,  we  are  focusing  in  particular  on  inner  city  and  other  areas 
that  historically  have  had  limited  access  to  bank  credit. 

Q.2B.  At  another  hearing  on  access  to  capital  in  low-income  com- 
munities, Bruce  Marks,  Executive  Director  of  the  Union  Neighbor- 
hood Assistance  Corporation,  suggested  that  the  Federal  Reserve 
Banks  hold  hearings  on  mortgage  discrimination  and  reverse  red- 
lining in  their  respective  districts.  That  looks  like  a  good  idea  to 
me.  Will  you  hold  such  a  hearing? 

A.2B.  In  view  of  the  initiatives  currently  under  way  and  in  view 
of  the  fact  that  we  are  in  continuing  contact  with  a  cross-section 
of  community  groups,  I  believe  that  it  is  more  constructive  and  pro- 
ductive to  concentrate  our  efforts  on  the  initiatives  outlined  above 
than  to  conduct  further  hearings.  Depending  on  other  develop- 
ments, that  conclusion  could  change  but,  for  now,  this  is  reflective 
of  where  I  believe  the  priorities  should  lie. 

If  you  or  your  staff  have  further  questions  in  these  areas,  please 
let  us  know. 

Sincerely, 

E.  Gerald  Corrigan,  President 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  REEGLE 
FROM  EDWARD  G.  BOEHNE 

FEDERAL  RESERVE  BANK  OF  PHILADELPHIA 

Q.l.  In  an  article  that  appeared  in  the  Spring  1992  Federal  Re- 
serve Bank  of  New  York  Quarterly  Review  on  Foreign  Bank  Credit 
to  U.S. Corporations,  it  was  reported  that  the  foreign  bank  share  of 
the  U.S.  commercial  banking  market  is  higher  than  the  frequently 
cited  30  percent  figure,  which  is  based  on  loans  booked  in  the  Unit- 
ed States.  Instead,  the  authors  contended:  "Foreign  banks  have 
won  a  market  share  for  themselves  closer  to  45  percent,  putting 
commercial  lending  ahead  of  chemical  and  automaking  in  the  for- 
eign command  of  the  U.S.  market." 

Q.l  A,  What  in  your  view  accounts  for  the  large  share  that  foreign 
banks  now  have  of  the  U.S.  commercial  lending  market? 

A.1A.  Macroeconomic  conditions  in  the  1980's,  especially  a  low  rate 
of  national  saving  in  the  U.S.  and  higher  rates  of  national  saving 
abroad,  gave  rise  to  large  U.S.  trade  deficits  and  an  accompanying 
inflow  of  capital  from  abroad.  An  inflow  of  capital  can  take  a  num- 
ber of  forms,  including  repatriation  of  U.S.  residents'  funds  in- 
vested aboard,  foreign  purchases  of  U.S.  securities,  foreign  direct 
investment  in  the  U.S.,  and  intermediated  lending — by  banks  and 
other  depository  institutions — of  foreign  funds  to  U.S.  borrowers. 
Each  of  these  occurred  during  the  1980's.  As  foreign  direct  invest- 
ment in  the  U.S.  grew  rapidly  during  the  1980's,  especially  during 
the  second  half  of  the  1980's,  many  foreign  nonfinancial  firms  that 
set  up  operations  in  the  U.S.  sought  to  transplant  not  only  manu- 
facturing and  distribution  facilities  but  also  their  long-term  rela- 
tionships with  banks  in  their  home  countries.  These  factors  created 
both  the  availability  of  funding  and  the  business  opportunity  for 
foreign  banks  to  enter  the  U.S.  market.  Once  established  in  the 
U.S.,  foreign  banks  naturally  sought  to  diversify  their  activities  by 
lending  to  domestic  firms  as  well. 

Foreign  banks'  entry  into  U.S.  markets,  and  their  subsequent  ex- 
pansion, was  made  easier  because  foreign  banks  enjoyed  a  lower 
cost  of  funds  than  did  U.S.  banks  during  the  1980's,  which  partly 
reflected  the  differences  in  national  saving  referred  to  earlier.  Esti- 
mates suggest  that  Japanese  and  European  banks  enjoyed  costs  of 
equity  and  debt  as  much  as  one  percentage  point  lower  than  did 
U.S.  banks  during  the  1980's.  In  addition,  foreign  banks  apparently 
were  willing  to  accept  lower  profits  than  were  U.S.  banks  in  the 
1980's,  as  they  sought  to  expand  in  the  U.S.  market. 

Finally,  when  foreign  banks  booked  deposits  (and  the  loans  they 
funded)  offshore  during  the  1980's,  foreign  banks  avoided  a  small 
3  percent  reserve  requirement  faced  by  U.S.  banks  that  booked  de- 
posits offshore.  Thus  foreign  banks  benefitted  from  a  slightly  lower 
funding  cost  relative  to  U.S.  banks.  That  difference  was  eliminated 
in  1990. 

Q.1B.  Do  the  so-called  grandfather  provisions  of  the  International 
Banking  Act  of  1978  dealing  with  Glass -Steagall  and  interstate 
banking  give  foreign  banks  competitive  advantages  in  competing 
for  market  share  in  this  country? 


335 

A.1B.  The  grandfather  provisions  of  the  International  Banking  Act 
of  1978  that  deal  with  Glass-Steagall  did  confer  advantages  on 
those  banking  organizations  that  retained  broader  nonbanking 
powers  under  the  provision.  It  does  not  appear,  however,  that  those 
banks  have  increased  market  share  of  C&I  loans  as  fast  as  other 
foreign  banks,  or  at  the  expense  of  U.S.  banks. 

The  grandfather  provision  of  the  International  Banking  Act  of 
1978  dealing  with  interstate  banking  did  allow  foreign  banks  that 
had  established  branches  in  multiple  states  prior  to  July  27,  1978 
to  continue  to  operate  those  branches.  Although  the  provision  did 
arguably  allow  those  foreign  banks  to  retain  a  competitive  advan- 
tage not  available  to  domestic  banks,  that  competitive  advantage 
has  been  much  diminished  with  the  spread  of  nationwide  interstate 
banking.  In  particular,  New  York,  Illinois,  and  California  have  all 
implemented  national  reciprocal  agreements  allowing  expansion 
into  their  states  by  bank  holding  companies  headquartered  in  other 
states.  The  overwhelming  majority  of  foreign  bank  offices  and  as- 
sets are  in  these  three  states.  So  domestic  bank  holding  companies 
can  expand  across  the  same  state  lines  through  subsidiary  banks 
and  match  the  pattern  of  branch  offices  that  any  foreign  bank  had 
prior  to  1978. 

Q.1C.  Does  the  U.S.  inadvertently  give  foreign  banks  other  com- 
petitive advantages  such  as  excluding  their  wholesale  branches 
from  CRA  requirements  while  U.S.  wholesale  banks  are  subject  to 
such  requirements? 

A.1C.  Federal  regulations  do  exclude  certain  uninsured  foreign 
branches  from  CRA  requirements.  If  a  banking  entity  is  not  FDIC 
insured,  which  basically  means  that  it  has  no  retail  deposits,  then 
it  is  not  subject  to  CRA.  This  is  true  for  both  domestic  and  foreign 
entities,  but  is  more  commonly  the  case  for  foreign  branches.  But 
it  is  questionable  how  great  an  advantage  this  exclusion  grants  to 
the  wholesale  branch. 

U.S.  wholesale  banks  that  are  subject  to  CRA  requirements,  such 
as  the  special-purpose  banks  in  the  state  of  Delaware,  are  evalu- 
ated for  compliance  with  CRA  based  on  factors  unique  to  their  mar- 
ket, which  helps  to  avoid  creating  a  competitive  disadvantage  for 
U.S.  institutions.  For  instance,  if  the  nature  of  operations  is  whole- 
sale in  focus,  a  financial  institution  subject  to  CRA  is  not  required 
to  deviate  from  its  established  business  plan  or  directly  originate 
retail  credit.  Instead,  the  bank  can  comply  with  CRA  by  addressing 
retail  demand  through  indirect  activities. 

Q.1D.  Can  you  list  all  the  competitive  advantages  that  the  U.S. 
gives  foreign  banks  in  our  market? 

A.1D.  The  International  Banking  Act  of  1978  and  the  Foreign 
Bank  Supervision  Enhancement  Act  of  1991  are  aimed  at  eliminat- 
ing any  competitive  advantages  foreign  banks  may  have  had  prior 
to  their  enactment.  The  Foreign  Bank  Supervision  Enhancement 
Act  now  requires  an  annual  examination  of  any  foreign  banking  or- 
ganization operating  in  the  U.S.  Those  examinations  are  to  be  co- 
ordinated by  the  Federal  Reserve.  This  provision  will  make  uniform 
the  capital  and  loan  loss  provisions  of  foreign  and  domestic  banks 
operating  in  the  U.S.,  significantly  reducing  the  possibility  of  any 
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capital  funding  advantages  foreign  banks  may  have  enjoyed  pre- 
viously. 

The  regulatory  advantage  outlined  in  the  Federal  Reserve  Bank 
of  New  York  article  that  was  quoted  in  the  introduction  to  these 
questions  was  eliminated  in  1990  when  the  Eurodollar  reserve  re- 
quirement was  reduced  to  zero  for  U.S.  banks. 

In  sum,  as  a  result  of  the  legislation  mentioned  above  and  the 
actions  of  the  Federal  Reserve  System  and  other  bank  regulators, 
the  U.S.  currently  does  not  give  foreign  banks  significant  competi- 
tive advantages  in  the  U.S.  market. 

Q.2.  Last  month,  we  held  a  hearing  on  lending  discrimination  at 
which  the  Federal  Reserve  Bank  of  Boston  testified  regarding  its 
recent  study  on  mortgage  lending  in  Boston.  The  study  revealed 
that,  after  all  legitimate  credit-related  concerns  are  taken  into  ac- 
count, blacks  are  still  60  percent  more  likely  than  comparable 
whites  to  be  rejected  for  home  mortgage  loans. 

Q.2A.  What  actions  have  you  taken  in  response  to  the  findings  of 
the  study? 

A.2A.  We  have  shared  the  study's  findings  with  bankers  and  mem- 
bers of  community  groups  throughout  the  District.  For  example, 
the  study's  findings  were  discussed  at  two  seminar  programs  on 
CRA  held  for  directors  of  commercial  banks— one  in  Philadelphia 
and  one  in  Harrisburg.  In  addition,  I  personally  have  included  com- 
ments on  mortgage  Tending  discrimination  in  my  meetings  with 
bankers  and  their  outside  directors  throughout  the  District.  We 
have  responded  to  inquiries  about  the  study  from  both  bankers  and 
community  groups,  and  have  distributed  copies  to  interested  par- 
ties. Our  efforts  in  this  regard  are  continuing. 

The  Philadelphia  Reserve  Bank,  in  fact,  has  had  educational  pro- 
grams for  banks  about  minority  lending  products  and  programs  for 
more  than  a  decade.  We  have  consistently  emphasized  to  banks 
over  those  years  the  need  to  be  sensitive  to  legitimate  credit  needs 
of  low-income  and  minority  borrowers.  In  recent  years,  several  com- 
munity groups  (such  as  ACORN  and  the  Center  for  Community 
Change)  have  held  up  Philadelphia  as  a  model  for  finding  creative 
lending  approaches  in  low  income  and  minority  areas.  The  Dela- 
ware Valley  Mortgage  Plan,  for  example,  is  a  lending  program  in 
which  a  collaborative  of  banks  have  worked  with  community 
groups  and  civic  organizations  to  expand  mortgage  credit  to  low  in- 
come neighborhoods.  DVMP  lending  hit  a  record  volume  of  almost 
$50  million  in  1992.  The  DVMFs  approach  has  been  particularly 
effective  in  expanding  mortgage  lending  in  minority  neighborhoods, 
and  this  program  is  now  being  emulated  elsewhere  in  the  nation. 

The  Philadelphia  Fed  plans  to  continue  to  use  such  programs  as 
models  for  other  lenders  elsewhere  in  our  District,  to  encourage 
them  to  be  imaginative  in  addressing  the  types  of  problems  identi- 
fied by  the  Boston  study.  And  we  plan  to  continue  to  discuss  the 
findings  of  the  Boston  study  at  several  forums  within  our  District. 

Q.2B.  At  another  hearing  on  access  to  capital  in  low-income  com- 
munities, Bruce  Marks,  Executive  Director  of  the  Union  Neighbor- 
hood Assistance  Corporation,  suggested  that  the  Federal  Reserve 
Banks  hold  hearings  on  mortgage  discrimination  and  reverse  red- 
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lining  in  their  respective  districts.  That  looks  like  a  good  idea  to 
me.  Will  you  hold  such  a  hearing? 

A.2B.  Although  hearings  remain  an  option,  we  think  a  more  effec- 
tive way  to  address  these  issues  is  to  get  bankers  and  representa- 
tives oi  community  groups  to  work  together.  We  have  been  pursu- 
ing solutions  to  these  issues  by  getting  bankers  and  community 
groups  to  interact  using  a  multi-dimensional  approach  for  more 
than  a  decade. 

Our  Consumer  Affairs  unit  serves  as  a  liaison  with  the  public  in 
receiving  and  resolving  complaints  of  discrimination  by  institutions 
we  regulate.  Our  bank  examiners  spend  considerable  time  in  mon- 
itoring the  consumer  credit  compliance  programs  of  the  banks  for 
whom  the  Federal  Reserve  is  the  primary  regulator,  and  the  exam- 
iners are  instrumental  in  resolving  many  consumer  complaints. 
And  for  the  last  decade  our  Community  Affairs  Department  has 
been  a  leader  in  affirmative  outreach  to  determine  the  credit  needs 
of  low-income  communities  and  to  educate  bankers  about  opportu- 
nities to  respond  to  such  needs.  (Indeed,  our  Community  Affairs 
function  is  one  which  your  predecessor,  Senator  Proxmire,  has  fa- 
vorably acknowledged  on  several  occasions.)  More  importantly,  we 
try  to  bring  these  community  groups  and  bankers  together  to  re- 
solve issues. 

For  many  years  our  Community  Affairs  function  has  produced 
"Lenders'  Profiles"  for  the  various  cities  in  our  District,  in  order  to 
facilitate  the  involvement  of  banks  and  thrifts  in  meeting  local  fi- 
nancing and  banking  needs.  Such  profiles  provide  information 
about  the  community's  perceived  credit  needs,  and  they  contain 
fact  sheets  on  local  community  groups  and  government  programs 
that  banks  and  thrifts  can  use  to  reach  low-income  markets.  Start- 
ing in  1992,  the  profiles  also  contain  analysis  of  HMDA  data  for 
each  region,  including  the  number  of  mortgage  applications,  ap- 
provals, and  rejections  by  race  and  income  for  the  geographic  area 
being  studied.  [A  copy  of  one  of  these  "Lenders'  Profiles"  is  en- 
closed.] 

We  also  then  assist  banks  in  each  of  these  cities  in  establishing 
local  Community  Affairs  Councils,  which  hold  regular  meetings  to 
discuss  CRA  issues  and  at  which  they  can  meet  with  representa- 
tives of  community  groups  and  government  officials  involved  in 
community  reinvestment  programs.  We  have  twice  produced  a  di- 
rectory of  programs — including  those  of  banks  and  thrifts,  commu- 
nity groups,  and  the  state,  local,  and  federal  governments — which 
can  be  used  by  District  financial  institutions  to  meet  affordable 
housing,  small  business,  and  economic  development  needs.  [A  copy 
is  enclosed.]  We  also  produce  a  regular  newsletter,  called  Cascade, 
that  highlights  successful  community  reinvestment  programs  and 
is  distributed  to  both  bankers  and  community  groups.  [Copies  of 
several  issues  are  enclosed.]  In  addition,  we  have  held  seminars  for 
bankers  and  community  groups  on  CRA  issues  for  many  years,  and 
most  recently  have  conducted  seminars  aimed  at  the  directors  of 
banks.  We  also  share  our  knowledge  of  CRA  issues  through  an  ex- 
tensive program  of  public  speaking,  both  throughout  the  District 
and,  by  request,  elsewhere  in  the  nation. 

Over  the  past  decade,  we  have  found  that  bankers  in  our  region 
have  become  more  and  more  receptive  to  finding  ways  to  serve  low- 
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income  and  minority  areas  of  the  District.  In  one  city,  Reading,  PA, 
all  of  the  local  banks  actually  requested  the  Philadelphia  Reserve 
Bank  to  establish  a  Community  Affairs  Council  program  and  to  be 
the  linking  mechanism  for  collaboration  with  local  government  and 
community  groups.  The  receptivity  of  local  lenders  to  the  needs  of 
low-income  borrowers  has  been  manifest  in  new  products,  better 
marketing,  and  in  substantially  improved  relationships  between 
banks  and  this  segment  of  the  market. 

Our  Reserve  Bank's  Board  of  Directors  is  strongly  interested  in, 
and  supportive  of,  all  these  efforts.  Every  year  a  committee  of  our 
directors  visits  a  community  development  initiative.  In  addition, 
just  within  the  last  year,  five  members  of  the  Federal  Reserve 
Board  have  made  similar  visits  with  our  staff  to  neighborhood  or- 
ganizations in  Philadelphia. 

From  all  that  we  have  seen  and  learned  in  the  last  decade,  we 
believe  that  our  multi-dimensional  efforts  have  made  a  significant 
impact  on  improving  community  reinvestment.  We  plan  to  continue 
these  efforts  and  build  on  what  we  have  learned.  Later  this  year 
we  will  convene  meetings  with  bankers  in  several  cities  in  the 
Third  District  to  make  better  known  to  them  (1)  their  responsibil- 
ities under  the  Fair  Housing  Act,  (2)  how  Philadelphia  was  able  to 
become  a  national  leader  in  lending  to  minorities,  and  (3)  the  ways 
in  which  banks  can  better  serve  the  low-income  market.  We  expect 
to  involve  officials  of  the  U.S.  Department  of  Housing  and  Urban 
Development,  the  ACORN  organization,  the  Delaware  Valley  Mort- 
gage Plan,  and  a  minority  marketing  and  public  relations  firm  in 
these  meetings. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 

FROM  JERRY  L.  JORDAN 

FEDERAL  RESERVE  BANK  OF  CLEVELAND 

Q.l.  In  an  article  that  appeared  in  the  Spring  1992  Federal  Re- 
serve Bank  of  New  York  Quarterly  Review  on  "Foreign  Bank  Credit 
to  U.S.  Corporations,"  it  was  reported  that  the  foreign  bank  share 
of  the  U.S.  commercial  banking  market  is  higher  than  the  fre- 
quently cited  30  percent  figure,  which  is  based  on  loans  booked  in 
the  United  States.  Instead  the  authors  contended:  "Foreign  banks 
have  won  a  market  share  for  themselves  closer  to  45  percent,  put- 
ting commercial  lending  ahead  of  chemical  and  automaking  in  the 
foreign  command  of  the  U.S.  market." 

Q.1A.  What,  in  your  view,  accounts  for  the  large  share  that  foreign 
banks  now  have  of  the  U.S.  commercial  lending  market? 

A.1A.  Both  foreign  banks  and  nonbank  financial  institutions  in  the 
United  States  have  made  significant  inroads  into  the  commercial 
lending  market,  at  the  expense  of  U.S.  banks.  Clearly,  the  reason 
for  the  decline  of  U.S.  banks  as  holders  of  commercial  and  indus- 
trial loans  is  a  cost-of-capital  disadvantage.  Two  points  illustrate 
this.  First,  the  increase  in  the  foreign  share  has  occurred  even 
though  U.S.  banks  appear  to  have  retained  their  advantage  in 
booking  new  loans.  This  point  is  illustrated  in  the  aforementioned 
Federal  Reserve  Bank  of  New  York  study. 

Second,  from  the  Federal  Reserve  Board  Senior  Loan  Officer 
Opinion  Survey,  we  have  evidence  that  foreign  banks  are  major 
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purchasers  of  U.S.  commercial  and  industrial  loans.  Over  42  per- 
cent of  all  loans  sold  by  domestic  banks  in  the  years  1987  through 
1992  were  bought  by  the  U.S.  subsidiaries  of  foreign  banks.  In 
other  words,  U.S.  banks  continue  to  find  loan  origination  to  be  prof- 
itable, but  find  carrying  loans  on  their  books  increasingly  less  prof- 
itable. 

U.S.  banks  incur  costs  not  currently  borne  by  their  foreign  com- 
petitors. These  costs  arise  from  inefficiencies  created  by  our  out- 
dated regulatory  structure.  Prohibitions  on  interstate  branching 
and  Glass-Steagall  restrictions  on  activities  increase  both  funding 
and  operating  costs  for  our  banks.  More  important,  the  cost  of  com- 
plying with  a  cascade  of  new  consumer-oriented  regulations  has 
placed  U.S.  banks  at  a  decided  competitive  disadvantage.  A  recent 
University  of  Wisconsin  study  conservatively  estimates  compliance 
costs  for  just  15  consumer-oriented  regulations  at  13.6  percent  of 
the  industry's  1991  pretax  earnings.  Finally,  foreign  banks  do  not 
bear  the  cost  of  recapitalizing  the  FDIC's  bank  insurance  fund,  a 
tax  whose  burden  falls  disproportionately  hard  on  well-managed 
and  well-capitalized  U.S.  banks.  These  banks  are  now  paying  pre- 
miums that  are  2  to  3  times  the  actuarially  fair  premium  and, 
thereby,  are  forced  to  cross-subsidize  poorly  run  competitors  who 
pay  far  too  little  for  their  deposit  insurance. 

Q.1B.  Do  the  so-called  grandfather  provisions  of  the  International 
Banking  Act  of  1978,  dealing  with  Glass-Steagall  and  interstate 
banking,  give  foreign  banks  advantages  in  competing  for  market 
share  in  this  country? 

A.1B.  While  there  is  reason  to  believe  that  grandfather  provisions 
of  the  IBA  of  1978  dealing  with  Glass-Steagall  and  interstate  bank- 
ing have  preserved  an  advantage  for  foreign  banks,  there  is  no 
compelling  evidence  that  suggests  these  provisions  have  given  for- 
eign banks  a  significant  advantage.  First,  the  foreign  penetration 
of  the  commercial  lending  market  seems  to  be  related  to  lower  a 
cost  of  capital  and  not  to  competitive  advantages  in  originating 
loans.  Second,  U.S.  banks  are  much  less  limited  in  their  ability  to 
enter  new  markets  on  an  interstate  basis  than  ever  before.  The 
only  real  area  in  which  foreign  banks  had  an  advantage  in  the  past 
was  in  entering  certain  U.S.  banking  markets  (for  example,  Califor- 
nia and  Illinois)  that  were  not  open  to  domestic  banks.  It  is  not  co- 
incidental that  six  of  the  top  ten  California  banks  are  owned  by 
Japanese  banks.  At  the  time  that  these  banks  were  acquired  by  the 
Japanese,  U.S.  banks  outside  of  California  were  precluded  from 
buying  them. 

Q.1C.  Does  the  U.S.  inadvertently  give  foreign  banks  other  com- 
petitive advantages,  such  as  excluding  their  wholesale  branches 
from  CRA  requirements  while  U.S.  wholesale  banks  are  subject  to 
such  requirements? 

A.1C.  For  large  wholesale  banks,  the  CRA  requirements  should 
not,  in  and  of  themselves,  place'  these  banks  at  a  material  dis- 
advantage in  the  commercial  lending  market.  The  major  impact  of 
CRA  is  on  retail  banks,  especially  those  seeking  to  expand  their  op- 
erations. 
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Q.1D.  Can  you  list  all  the  competitive  advantages  that  the  United 
States  gives  foreign  banks  in  our  market? 

A.1D.  The  United  States  does  not  explicitly  give  foreign  banks  a 
competitive  advantage  in  the  commercial  lending  market.  Rather, 
as  noted  above  in  A.1A.,  our  archaic  system  of  regulations  and  reg- 
ulatory prohibitions  does  increase  the  relative  cost  of  capital  for 
U.S.  banks,  vis-a-vis  their  foreign  competitors.  But  the  answer  is 
not  to  extend  those  regulations  to  foreign  banks.  After  all,  U.S. 
banks  compete  with  many  types  and  kinds  of  providers  of  financial 
services.  We  need  to  look  long  and  hard  at  meaningful  reforms  to 
our  bank  regulatory  structure. 

Q.2.  Last  month,  we  held  a  hearing  on  lending  discrimination  at 
which  the  Federal  Reserve  Bank  of  Boston  testified  regarding  its 
recent  study  on  mortgage  lending  in  Boston.  The  study  revealed 
that,  after  all  legitimate  credit-related  concerns  are  taken  into  ac- 
count, blacks  are  still  60  percent  more  likely  than  comparable 
whites  to  be  rejected  for  home  mortgage  loans. 

Q.2A.  What  actions  have  you  taken  in  response  to  the  findings  in 
the  Boston  Study? 

A.2A-  The  results  of  the  Boston  Study  were  discouraging  but  not 
unexpected.  Other  studies  and  the  recently  expanded  Home  Mort- 

f^age  Disclosure  Act  (HMDA)  data  have  indicated  disparities  in 
ending  patterns  long  before  the  Boston  Study.  This  Reserve  Bank 
has  been  actively  training  and  educating  banks,  community  mem- 
bers, and  government  officials  on  ways  to  ensure  equal  access  to 
credit  since  1979,  when  our  Community  Affairs  function  was  cre- 
ated. The  mission  of  the  function  is  to  encourage  banking  organiza- 
tions to  develop  effective  community  development  lending  programs 
in  order  to  help  meet  the  credit  needs  of  their  entire  communities. 
Although  our  Community  Affairs  staff  has  discussed  the  results  of 
the  Boston  Study  during  various  speeches  and  private  meetings 
with  bankers  and  community  members,  we  believe  that  our  ongo- 
ing CRA  programs  are  an  effective  way  of  dealing  with  the  issues 
involved. 

Because  the  issue  of  lending  discrimination  has  received  more  at- 
tention in  recent  years,  we  have  emphasized  educational  and  out- 
reach programs  on  how  banks  can  develop  specialized  programs  to 
help  low-income  and  minority  applicants  qualify  for  credit.  For  ex- 
ample, this  Reserve  Bank  holds  an  Annual  Community  Reinvest- 
ment Forum  every  year  in  a  different  city  in  our  District.  Last  Sep- 
tember, just  prior  to  public  release  of  the  Boston  Study  results,  this 
Reserve  Bank  held  such  a  forum  in  Cincinnati.  The  audience  in- 
cluded regulators,  community  members  and  bankers.  I  spoke  to 
this  group  as  did  a  diverse  group  of  speakers  covering  topics  relat- 
ed to  community  reinvestment  and  lending  discrimination.  The 
agenda  for  the  two-day  Forum  is  attached  for  your  review. 

From  a  research  perspective,  the  Federal  Reserve  Bank  of  Cleve- 
land has  had  a  long-standing  interest  in  research  using  data  gen- 
erated by  lenders  under  provisions  of  the  HMDA.  Our  first  study, 
titled  "Mortgage  Redlining:  Some  New  Evidence,"  was  completed 
and  published  in  1981. 

Our  current  research  efforts  with  HMDA  data  consider  the  dif- 
ferences among  lenders  in  the  racial  composition  of  loan  applica- 
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tions  received.  I  am  enclosing  two  papers  we  recently  published, 
"Cross-Lender  Variation  in  Home  Mortgage  Lending"  and  "Home 
Mortgage  Lending  By  the  Numbers."  The  authors  or  these  papers 
explain  why  the  Community  Reinvestment  Act  enforcement  process 
needs  to  consider  loan  applications  more  than  has  been  the  case, 
and  why  loan  denials,  per  se,  can  paint  a  misleading  picture  of 
lending  activity  in  a  community. 

Anotner  paper,  to  be  completed  next  month,  will  examine  the  fi- 
nancial characteristics  of  housing  lenders  to  determine  whether  at- 
tributes of  financial  strength  and  structure  are  related  to  their 
lending  activity.  Moreover,  the  paper  investigates  the  consistency 
of  lender  performance  across  the  broad  products  of  new  purchase 
loans,  refinancing,  and  home  improvement  loans.  A  third  paper  will 
also  be  completed  next  month.  This  study  tries  to  differentiate  the 
various  roles  of  neighborhood  and  applicant  characteristics  as  fac- 
tors in  the  credit  extension  process.  This  paper  will  be  presented 
at  a  conference  sponsored  by  the  Department  of  Housing  and 
Urban  Development. 

Finally,  it  is  worth  mentioning  that  the  Federal  Reserve  Bank  of 
Cleveland's  research  department,  in  the  process  of  conducting  its 
studies,  has  developed  a  valuable  HMDA  data  base  that  is  being 
used  by  other  organizations  conducting  research  on  these  topics. 

Q.2B.  At  another  hearing  on  access  to  capital  in  low-income  com- 
munities, Bruce  Marks,  Executive  Director  of  the  Union  Neighbor- 
hood Assistance  Corporation,  suggested  that  the  Federal  Reserve 
Banks  hold  hearings  on  mortgage  discrimination  and  reverse  red- 
lining in  their  respective  districts.  That  looks  like  a  good  idea  to 
me.  Will  you  hold  such  a  hearing? 

A.2B.  We  believe  it  would  be  very  beneficial  to  have  more  meetings 
involving  bankers  and  community  members  in  order  to  coopera- 
tively develop  solutions  that  will  eliminate  lending  discrimination. 
We  oelieve  that  such  meetings  are  more  effective  when  held  pri- 
vately, face-to-face  in  small  groups,  as  opposed  to  a  public  forum 
which  tends  to  be  one-way  communication.  Therefore,  we  do  not  ob- 
ject to  the  idea  of  holding  meetings  on  mortgage  discrimination,  but 
we  would  prefer  to  hold  such  meetings  in  a  non-public  arena  with 
the  emphasis  on  solutions,  rather  than  historical  blame. 

Q.3.  I — together  with  my  colleagues,  Senators  Dodd,  Boxer, 
Moseley-Braun  and  others — have  introduced  legislation  that  pro- 
vides funding  for  the  reuse  or  "recycling"  of  abandoned  and 
underutilized  industrial  and  commercial  facilities  and  sites  in  dis- 
tressed areas  of  our  cities  and  states.  Do  you  share  my  belief  that 
we  must  facilitate  the  reuse  of  environmentally  contaminated  land, 
if  we  wish  to  make  efficient  use  of  our  nation's  community  infra- 
structure and  restore  economic  activity  in  our  distressed  areas? 
A.3.  As  I  emphasized  in  my  testimony  before  the  Committee  on 
March  10,  long-run  economic  growth  can  be  maximized  only  when 
resources  are  used  efficiently.  Many  parcels  of  land  within  urban 
areas  are  unused  or  underutilized  because  previous  owners  con- 
taminated the  sites  and  the  markets  failed  to  internalize  the  cost 
of  utilizing  land.  The  costs  associated  with  the  contamination  in- 
clude more  than  the  cleanup  bill.  It  also  includes  the  cost  of  infra- 
structure investment  in  the  outer  fringes  of  the  urban  area  to  ac- 
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commodate  the  movement  of  households  and  businesses  who  can- 
not find  suitable  land  closer  to  the  urban  core. 

The  market  distortion  comes  in  two  forms.  First,  the  previous 
owners  were  not  held  sufficiently  accountable  for  actions  that  af- 
fected their  own  and  surrounding  property.  Second,  the  construc- 
tion of  infrastructure  to  expand  urban  services  to  the  fringes  has 
been  subsidized  extensively  by  taxpayers  within  the  entire  metro- 
politan area,  as  well  as  by  taxpayers  throughout  the  country. 

There  are  reasons  to  continue  to  share  some  costs  of  cleanup  and 
infrastructure  investment  with  those  who  are  not  directly  involved, 
but  I  believe  that  we  have  gone  too  far  in  removing  the  direct  link 
between  the  one  who  bears  the  cost  and  the  one  who  receives  the 
benefits.  Despite  efforts  to  address  the  problem,  but  we  still  lack 
clarity  in  establishing  liability,  and  even  in  defining  degradation  in 
a  practical  way.  Without  workable  definitions,  we  cloud  the  incen- 
tives necessary  to  make  efficient  economic  decisions. 

If  these  distortions  were  reduced,  the  savings  incurred  from  not 
investing  in  redundant  infrastructure  on  the  urban  fringes  that  is 
already  in  place  in  the  urban  centers  could  offset  a  large  portion 
of  the  Dill  to  clean  up  contaminated  urban  sites.  One  could  imagine 
that  if  distortions  of  this  sort  were  allowed  to  continue,  we  would 
soon  face  the  same  misallocation  of  resources  regarding  urban 
fringe  land  that  we  now  have  in  the  inner  cities. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 

FROM  SILAS  KEEHN 

FEDERAL  RESERVE  BANK  OF  CHICAGO 

Q.l.  In  an  article  that  ajppeared  in  the  Spring  1992  Federal  Re- 
serve Bank  of  New  York  Quarterly  Review  on  Foreign  Bank  Credit 
to  U.S.  Corporations,  it  was  reported  that  the  foreign  bank  share 
of  the  U.S.  commercial  banking  market  is  higher  than  the  fre- 
quently cited  30  percent  figure,  which  is  based  on  loans  booked  in 
the  United  States.  Instead,  the  authors  contended:  "Foreign  banks 
have  won  a  market  share  for  themselves  closer  to  45  percent,  put- 
ting commercial  lending  ahead  of  chemical  and  automaking  in  the 
foreign  command  of  the  U.S.  market." 

Q.1A.  What  in  your  view  accounts  for  the  large  share  that  foreign 
banks  now  have  of  the  U.S.  commercial  lending  market? 

A.1A.  Much  of  the  increase  in  market  share  was  acquired  as  a  re- 
sult of  U.S.  banks  originating  and  then  voluntarily  selling  or  syn- 
dicating credits  to  foreign  banks  in  the  U.S.  This  practice  was  driv- 
en by  a  number  of  factors,  including  U.S.  banks'  relatively  low 
lending  limits,  reduced  lending  capacity  at  some  of  the  largest  U.S. 
banks  as  a  result  of  heavy  loan  losses,  and  a  desire  to  adjust  to  ris- 
ing capital  requirements.  Additionally,  a  number  of  foreign  banks 
employed  a  highly  aggressive  pricing  strategy  to  significantly  in- 
crease their  share  of  U.S.  commercial  loans.  It  should  be  noted  that 
without  the  lending  capacity  supplied  by  these  foreign  banks,  U.S. 
borrowers  would  have  experienced  greater  reductions  in  credit 
availability  over  the  past  three  years.  The  result  would  undoubt- 
edly have  Deen  slower  economic  growth. 

Q.1B.  Do  the  so-called  grandfather  provisions  of  the  International 
Banking  Act  of  1978  dealing  with  Glass-Steagall  and  interstate 
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banking  give  foreign  banks  competitive  advantages  in  competing 
for  market  share  in  this  country? 

A.  IB.  Since  the  U.S.  branches  of  foreign  banks  generally  have  a 
wholesale  orientation,  the  grandfathering  provisions  of  the  Inter- 
national Banking  Act  of  1978  did  not  convey  a  significant  advan- 
tage to  foreign  banks.  What  advantage  there  was  has  largely  dis- 
appeared with  the  advent  of  interstate  banking.  Likewise,  the  ad- 
vent of  Section  20  subsidiaries  has  largely  neutralized  the  value  of 
grandfathered  investment  banking  activities. 

Q.1C.  Does  the  U.S.  inadvertently  give  foreign  banks  other  com- 
petitive advantages  such  as  excluding  their  wholesale  branches 
from  CRA  requirements  while  U.S.  wholesale  banks  are  subject  to 
such  requirements?  __. 

A.1C.  U.S.  branches  of  foreign  banks  are  not  subject  to  CRA  re- 
quirements. However,  CRA  does  have  implications  for  some  foreign 
banks;  U.S.  chartered  banks  which  are  foreign  owned  are  subject 
to  the  same  CRA  requirements  as  any  other  bank.  In  addition, 
FDICIA  has  prohibited  the  non-insured  U.S.  branches  of  foreign 
banks  from  accepting  retail  deposits. 

Q.1D.  Can  you  list  all  the  competitive  advantages  that  the  U.S. 
gives  foreign  banks  in  our  market? 

A.1D.  U.S.  banks  may  be  at  a  competitive  disadvantage  relative  to 
foreign  banks  that  are  government  controlled.  Government  owner- 
ship shelters  these  banks  from  the  pressures  of  the  market  place; 
as  such,  they  may  be  able  to  compete  more  aggressively  on  price. 
Foreign  banks  may  also  have  a  competitive  advantage  if  their 
home  country  capital  regulations  are  less  stringent  than  in  the 
U.S.  However,  it  should  be  noted  that  many  of  the  banks  making 
the  greatest  inroads  in  the  U.S.  were  quite  heavily  capitalized. 

Q.2.  Last  month  we  held  a  hearing  on  lending  discrimination  at 
which  the  Federal  Reserve  Bank  of  Boston  testified  regarding  its 
recent  study  on  mortgage  lending  in  Boston.  The  study  revealed 
that,  after  all  legitimate  credit-related  concerns  are  taken  into  ac- 
count, blacks  are  still  60  percent  more  likely  than  comparable 
whites  to  be  rejected  for  home  mortgage  loans. 

Q.2A.  What  actions  have  you  taken  in  response  to  the  findings  of 
this  study? 

A.2A.  We  have  taken  the  following  actions  in  response  to  the  Fed- 
eral Reserve  Bank  of  Boston  study  on  mortgage  lending  in  Boston: 
(1)  Chicago  Reserve  Bank  examiners  have  made  use  of  the  HMDA 
Data  Analysis  System,  developed  by  Board  and  Reserve  Banks' 
staff,  a  standard  part  of  our  consumer  compliance  examination  rou- 
tine. The  Data  Analysis  System  provides  field  consumer  compliance 
examination  teams  not  only  with  more  specialized  HMDA  data  ta- 
bles which  compare  banks'  mortgage  lending  volumes  in  specific 
markets,  but  also  with  the  capability  to  compare  applicant  charac- 
teristics by  race,  location,  gender  and  income.  The  Chicago  Reserve 
Bank  is  currently  testing  additional  computer  programs  which  will 
enable  the  identification  of  "matched  pairs"  of  applicants,  where 
applicant  or  loan  characteristics  are  comparable  except  for  the  key 
variable — such  as  race,  gender,  reason  for  denial,  etc. — under  in- 
vestigation. This  capability,  once  fully  developed,  will  enable  tar- 
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geted  review  of  actual  loan  files  where  lending  decisions  do  not  ap- 
pear to  be  explained  by  non-discriminatory  criteria. 

(2)  The  Chicago  Reserve  Bank  continues  to  significantly  increase 
the  number  of  consumer  examiners  to  enable  this  more  detailed 
and  time-consuming  level  of  HMDA  and  loan  file  review  to  be  in- 
corporated into  the  standard  examination  process.  This  expanded 
review  requires  more  time  on  the  job  to  review  the  bank's  loan 
files,  to  make  additional  computer  queries,  expand  loan  sample 
time  frames,  and  conduct  more  interviews  of  bank  staff,  as  needed. 
The  hiring  of  additional  examiners  also  enables  better  training  of 
examiners  in  new  tools  or  revised  approaches  to  use  in  consumer 
compliance  examinations. 

(3)  The  Chicago  Reserve  Bank  began  a  program  of  meetings  with 
senior  management  of  the  District's  fifteen  largest  bank  holding 
companies,  which  was  completed  prior  to  the  release  of  the  Boston 
Reserve  Bank's  HMDA  study.  At  each  of  these  meetings,  mortgage 
discrimination  and  the  importance  of  HMDA  review,  staff  training, 
and  other  suggestions  to  foster  fair  lending  compliance  were  in- 
cluded as  major  discussion  items.  Subsequent  to  the  release  of  the 
Boston  Reserve  Bank's  study,  meetings  were  held  with  the  largest 
six  state  member  banks  to  specifically  emphasize  the  enhanced  role 
that  HMDA  data  analysis  and  the  record  of  actual  mortgage  loans 
made  would  play  in  upcoming  consumer  compliance  and  CRA  ex- 
aminations. Key  aspects  to  these  discussions  included  the  Boston 
study,  the  Decatur  Georgia  case,  the  need  for  institutions  to  mon- 
itor their  performance  including  the  use  of  testers,  the  need  to  sen- 
sitize and  train  all  levels  of  employees  involved  in  lending  and  cus- 
tomer contact,  the  need  for  multiple  reviews  on  loan  denials,  and 
an  emphasis  on  making  loans. 

(4)  Chicago  Reserve  Bank  consumer  and  community  affairs  staff 
routinely  discuss  discrimination-related  studies  (including  the  Bos- 
ton study)  and  issues  in  various  presentations,  speaking  engage- 
ments, publications,  etc.  Some  examples  include  articles  in  both 
our  Winter  1992  and  Spring  1993  issues  of  Profitwise,  our  commu- 
nity affairs  newsletter,  and  the  distribution  of  the  first  three  in  a 
series  of  consumer  protection  publications  on  HMDA,  the  Fair 
Housing  Act  and  Equal  Credit  Opportunity  Act. 

(5)  The  Chicago  Reserve  Bank  has  been  an  active  participant  in 
Federal  Reserve  System  work  groups  to  enhance  HMDA  analysis, 
has  held  interagency  meetings  in  the  Chicago  region  to  discuss  and 
foster  use  of  HMDA  analysis  among  all  the  federal  regulators,  has 
conducted  cross-training  for  Reserve  Bank  safety  and  soundness 
examiners  on  loan  discrimination  issues,  and  is  currently  organiz- 
ing efforts  to  foster  a  more  consistent  and  loan-oriented  measure- 
ment system  for  CRA  ratings. 

Q.2B.  At  another  hearing  on  access  to  capital  in  low-income  com- 
munities, Bruce  Marks,  Executive  Director  of  the  Union  Neighbor- 
hood Assistance  Corporation,  suggested  that  the  Federal  Reserve 
Banks  hold  hearings  on  mortgage  discrimination  and  reverse  red- 
lining in  their  respective  districts.  That  sounds  like  a  good  idea  to 
me.  Will  you  hold  such  a  hearing? 

A.2B.  While  we  currently  do  not  have  any  plans  to  conduct  a  hear- 
ing on  mortgage  discrimination  or  reverse  redlining,  we  have  con- 
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centrated  our  efforts  on  developing  solutions  rather  than  discussing 
the  problem.  We  feel  that  the  actions  detailed  in  response  to  Ques- 
tion 2A.  address  the  problem  in  a  highly  constructive  matter. 

Q.3.  Question  for  Presidents  Keehn,  Jordan,  Parry  and  Syron:  I — 
together  with  my  colleagues,  Senators  Dodd,  Boxer,  Moseley- 
Braun,  and  others — have  introduced  legislation  that  provides  fund- 
ing for  the  reuse  or  "recycling"  of  abandoned  and  underutilized  in- 
dustrial and  commercial  facilities  and  sites  in  distressed  areas  of 
our  cities  and  states.  Do  you  share  my  belief  that  we  must  facili- 
tate the  reuse  of  environmentally  contaminated  land,  if  we  wish  to 
make  efficient  use  of  our  Nation's  community  infrastructure  and 
restore  economic  activity  in  our  distressed  areas? 
A.3.  Mr.  Chairman,  as  my  testimony  reflects,  the  Seventh  Federal 
Reserve  District — consisting  of  all  of  the  State  of  Iowa  and  portions 
of  Illinois,  Indiana,  Michigan,  and  Wisconsin — has  been  going 
through  a  major  restructuring  of  its  economic  base.  While  the  gains 
have  Deen  positive  in  terms  of  productivity  and  competitiveness, 
the  losses  have  been  significant  in  terms  of  sluggish  employment 
growth. 

It  must  be  noted  that  the  restructuring  that  I  have  described  has 
left  behind  many  problems  that  must  be  dealt  with — one  of  which 
is  the  abandoned/contaminated  site  issue.  While  there  are  aban- 
doned industrial  sites  and  facilities  all  around  the  United  States, 
this  is  a  particular  problem  in  the  industrial  heartland.  The  inter- 
section of  economic  forces  and  environmental  legislation  resulted  in 
the  abandonment  of  numerous  industrial  buildings  and  facilities, 
which  currently  are  acting  as  a  drag  on  the  future  economic  expan- 
sion potential  of  parts  of  trie  Seventh  District  economy.  In  many  in- 
stances, the  inability  to  take  clear  title,  to  obtain  financing,  or  to 
obtain  adequate  insurance  has  made  many  properties 
nontransferable  and  totally  unmarketable.  Rather  than  reclaim 
these  sites,  business  frequently  decides  to  look  elsewhere  in  the 
District  or  outside  the  District  in  search  of  new  "greenfield  sites." 
The  result  is  a  wasted  economic  asset,  the  further  promotion  of 
urban  sprawl,  more  pollution  due  to  the  need  to  rely  upon  the  auto- 
mobile solely  for  transportation,  and  the  need  to  expand  public  in- 
frastructure when  there  is  old  infrastructure  in  place  that  can  still 
be  utilized. 

No  reliable  data  exists  as  to  the  inventory  of  abandoned/contami- 
nated facilities  and  sites  in  the  District.  However,  a  report  by 
Moody's  Investors  Service  indicated  that  industries  carrying  the 
greatest  environmental  risks  are:  chemicals,  rubber  and  plastics, 
petroleum,  pharmaceutical,  pulp  and  paper,  heavy  manufacturing, 
steel,  mining,  electronics  and  electrical  equipment  industries,  as 
well  as  electric  utilities.  Many  of  these  industries  have  been  well 
represented  in  the  District  over  its  industrial  history.  We  do  know, 
based  on  research  done  at  the  Chicago  Reserve  Bank,  that  there 
are  more  than  2,400  sites  listed  in  existing  data  bases  as  contami- 
nated locations.  Of  those,  a  total  of  208  are  considered  Superfund 
sites.  Michigan  alone  has  a  total  of  78  Superfund  sites.  While  these 
are  the  most  frequently  cited  as  problem  areas,  it  represents  only 
a  small  segment  of  the  overall  property  base  of  the  District  that  is 
in   some   way   environmentally  hampered.   Sound  public   policies 
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must  be  developed  to  address  the  means  by  which  these  properties 
can  be  brought  back  into  productive  use  and  the  legislation  that 
you  have  proposed  might  well  be  an  appropriate  way  of  achieving 
this  important  objective. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 
FROM  ROBERT  P.  FORRESTAL 

FEDERAL  RESERVE  BANK  OF  ATLANTA 

Q.1A.  In  an  articles  that  appeared  in  the  Spring  1992  Federal  Re- 
serve Bank  of  New  York  Quarterly  Review  on  Foreign  Bank  Credit 
to  U.S.  Corporations,  it  was  reported  that  the  foreign  bank  share 
of  the  U.S.  commercial  banking  market  is  higher  than  the  fre- 
quently cited  30  percent  figure,  which  is  based  on  loans  booked  in 
the  United  States.  Instead,  the  authors  contended:  "Foreign  banks 
have  won  a  market  share  for  themselves  closer  to  45  percent,  put- 
ting commercial  lending  ahead  of  chemical  and  automaking  in  the 
foreign  command  of  the  U.S.  market," 

What  in  your  view  accounts  for  the  large  share  that  foreign 
banks  now  have  of  the  U.S.  commercial  lending  market? 
A.1A.  The  banking  industries  in  the  U.S.  and  many  foreign  coun- 
tries have  evolved  differently.  Foreign  banks'  longer  histories,  more 
direct  ties  to  commerce  and  less  constraining  home  country  laws 
and  regulations  have  permitted  them  to  achieve  greater  concentra- 
tion in  their  home  markets  and  thus  to  grow  to  a  larger  size, 
broaden  their  diversification  and  develop  a  more  simplified  organi- 
zational structure.  One  of  the  more  important  differences  is  that 
foreign  banks  have  been  subject  to  fewer  geographic  constraints  in 
their  domestic  markets.  U.S.  banks  have  evolved  under  a  regu- 
latory structure  designed  to  limit  this  type  of  diversification  and 
concentration.  The  success  of  foreign  banks  in  the  U.S.  commercial 
lending  market  can  be  linked  in  part  to  a  number  of  factors  with 
roots  in  these  basic  differences. 

First,  many  foreign  banks  historically  operated  with  minimum 
capital  ratios  below  U.S.  requirements,  in  part  because  of  their  size 
and  generally  broader  diversification.  As  a  result,  prior  to  the  De- 
cember 31,  1992  implementation  of  the  Bank  for  International  Set- 
tlements' (BIS)  capital  guidelines,  many  foreign  banks  were  able  to 
offer  more  aggressive  pricing  to  borrowers  while  maintaining  com- 
petitive returns  on  equity. 

Second,  the  larger  consolidated  capital  base  of  foreign  banks  per- 
mitted them  to  employ  higher  lending  limits,  thereby  providing  a 
significant  advantage  in  their  competitive  position  in  soliciting 
major  lending  opportunities,  either  directly  or  through  participa- 
tions offered  by  U.S.  banks.  These  participations  have  been  offered 
by  U.S.  banks  with  smaller  lending  limits,  by  U.S.  banks  seeking 
to  reduce  their  risk  exposures,  and  by  those  seeking  to  offer  more 
attractive,  "blended"  rates  to  customers. 

Third,  many  foreign  banks  have  historically  maintained  debt  rat- 
ings higher  than  those  of  most  U.S.  banks,  thus  providing  major 
competitive  advantages  in  certain  undertakings  such  as  credit  en- 
hancement and  asset  securitization.  These  higher  ratings  resulted 
in  part  from  the  banks'  size,  structure,  diversification  and  home 
market  concentration.  This  combination  of  aggressive  pricing  and 
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higher  credit  ratings  allowed  foreign  banks  to  capture  and  main- 
tain significant  market  share. 

Other  factors  have  played  an  important  role.  Some  foreign  insti- 
tutions, bolstered  by  larger  capital  bases  and  more  diversified  port- 
folios, assumed  somewhat  higher  credit  risks  in  the  U.S.  with  the 
express  intent  of  garnering  a  larger  market  share.  In  addition,  as 
foreign  investment  increased  in  the  U.S.,  foreign  banks  followed 
their  home  country  clientele  to  continue  to  serve  their  needs. 

The  referenced  article  correctly  describes  the  substantial  growth 
in  commercial  lending  in  the  United  States  by  foreign  banks.  How- 
ever, the  article  does  not  draw  attention  to  other  changes  in  the 
commercial  lending  market  which  have  occurred.  The  article  exam- 
ines data  prior  to  the  implementation  of  the  BIS  capital  standards. 
We  anticipate  these  standards  will  result  in  an  equalization  over 
time  of  loan  pricing  strategies.  Changes  resulting  from  more  re- 
strictive U.S.  banking  laws  include  the  growing  use  of  commercial 
paper  and  increased  competition  from  insurance  companies  and 
other  nonbank  financial  intermediaries.  These  developments  have 
reduced  lending  opportunities  available  to  banks,  foreign  and  do- 
mestic. Although  foreign  banks  have  increased  their  share  of  the 
U.S.  commercial  market,  the  size  of  the  overall  market  serviced  by 
banks  has  greatly  diminished.  As  a  result,  foreign  banks  have 
made  a  substantial  contribution  to  the  competitive  environment  of 
U.S.  financial  markets  and  the  availability  of  credit  to  U.S.  borrow- 
ers. 

Q.1B.  Do  the  so-called  grandfather  provisions  of  the  International 
Banking  Act  of  1978  dealing  with  Glass-Steagall  and  interstate 
banking  give  foreign  banks  competitive  advantages  in  competing 
for  market  share  in  this  country? 

A.1B.  In  our  view,  any  such  advantages  are  intangible,  including 
the  ability  to  offer  a  slightly  broader  product  line,  and  are  attrac- 
tive only  to  a  limited  portion  of  the  market.  We  see  little,  if  any, 
advantage  in  the  Sixth  Federal  Reserve  District. 

Q.1C.  Does  the  U.S.  inadvertently  give  foreign  banks  other  com- 
petitive advantages  such  as  excluding  their  wholesale  branches 
from  CRA  requirements  while  U.S.  wholesale  banks  are  subject  to 
such  requirements? 

A.1C.  We  do  not  believe  that  foreign  banks  are  given  competitive 
advantages  due  to  CRA  requirements.  These  requirements  apply  to 
all  banks  or  foreign  branches  holding  FDIC  insured  deposits. 
Branches  and  agencies  of  foreign  banks  which  do  not  take  FDIC  in- 
sured deposits  are  not  subject  to  CRA;  however,  domestic  institu- 
tions or  their  offices  which  do  not  accept  insured  deposits  are  also 
exempt  from  CRA  lending  requirements. 

Q.1D.  Can  you  list  all  the  competitive  advantages  that  the  U.S. 
gives  foreign  banks  in  our  market? 

A.1D.  We  believe  that  a  level  playing  field  has  been  created.  The 
U.S.  allows  foreign  banks  the  freedom  to  compete  against  our  do- 
mestic banks,  which  have  historically  bee"n  constrained  by  both  geo- 
graphic and  product  limitations.  U.S.  policy  has  provided  foreign 
banks  with  treatment  equivalent  with  domestic  institutions  to  en- 
sure that  appropriate  supervisory  safeguards  are  in  place  and  that 
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foreign  banks  do  not  achieve  competitive  advantages  as  a  result  of 
U.S.  regulations.  However,  as  expressed  in  response  to  question 
1A.,  foreign  banks  have  entered  the  U.S.  better  equipped  to  take 
advantage  of  opportunities  in  the  marketplace. 

Q.2A.  Last  month,  we  held  a  hearing  on  lending  discrimination  at 
which  the  Federal  Reserve  Bank  of  Boston  testified  regarding  its 
recent  study  on  mortgage  lending  in  Boston.  The  study  revealed 
that,  after  all  legitimate  credit-related  concerns  are  taken  into  ac- 
count, blacks  are  still  60  percent  more  likely  than  comparable 
whites  to  be  rejected  for  home  mortgage  loans.  What  actions  have 
you  taken  in  response  to  the  findings  of  this  study? 
A.2A.  Our  efforts  to  address  lending  discrimination  have  been  on- 
going for  a  number  of  years.  The  findings  of  the  Boston  study, 
along  with  the  Justice  Department's  investigation  of  lending  dis- 
crimination at  Decatur  Federal  Savings  and  Loan  Association,  De- 
catur, Georgia,  have  focused  our  attention  on  education  through 
training,  speeches,  meetings,  refinement  of  examination  tech- 
niques, and  participation  in  public/private  partnerships. 

In  1989,  we  produced  a  study  report  based  on  our  analysis  of  ap- 
plication files  generated  during  the  first  year  of  operation  of  the  At- 
lanta Mortgage  Consortium.  This  report  was  widely  distributed, 
with  a  companion  computer  model  which  permits  the  user  to  assess 
the  usefulness  and  effects  of  various  changes  to  loan  underwriting 
criteria.  This  computer  model  is  also  capable  of  determining  the 
impact  of  grant  and  loan  subsidies  using  actual  applicant  profile 
data. 

Our  computer  model  is  an  excellent  training  aid,  and  more  than 
500  copies  have  been  distributed  both  within  and  outside  our  Fed- 
eral Reserve  District.  The  model  has  been  used  by  community- 
based  organizations,  financial  institutions,  and  universities  to  as- 
sess applicant  qualifications  and  to  better  understand  the  dynamics 
of  mortgage  finance.  By  distributing  the  model  and  conducting  nu- 
merous presentations  based  on  it,  we  have  focused  much  needed  at- 
tention on  the  effects  of  mortgage  loan  underwriting  criteria  on 
low-  and  moderate-income  borrowers  and  on  the  need  to  consider 
whether  more  flexibility  can  be  provided  in  the  underwriting  proc- 
ess. 

Prior  to  the  Boston  study  and  the  Decatur  Federal  investigation, 
the  Federal  Reserve  had  recognized  the  need  to  review  and  refine 
our  examination  techniques  to  detect  discrimination,  particularly  in 
light  of  the  expansion  of  Home  Mortgage  Disclosure  Act  (HMDA) 
data  in  1990.  Several  System  task  forces  were  convened  to  fully  ex- 
plore the  possibilities  offered  by  the  expanded  data  to  enhance  our 
examination  process,  and  this  Reserve  Bank  has  been  represented 
on  two  of  the  task  forces  since  inception.  Our  representatives  have 
made  meaningful  contributions  to  this  effort,  particularly  by  devel- 
oping creative  ways  to  automate  the  analysis  of  HMDA  data  for  in- 
dications of  discrimination. 

Our  awareness  of  the  activities  of  banks  in  our  District  has  af- 
forded us  the  ability  to  better  analyze  their  lending  policies  and 
controls  and  to  focus  their  attention  on  matters  for  further  review, 
such  a  equal  treatment  in  lending  and  equal  access  to  credit.  Ef- 
forts to  refine  procedures  and  to  inform  our  constituency  have  con- 
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tinued  with  renewed  energy  following  the  Boston  study  and  The 
Decatur  Federal  investigation.  Copies  of  the  Boston  study,  the  con- 
sent decree  in  the  Decatur  Federal  case,  and  the  report  on  the 
study  of  lending  discrimination  released  by  the  New  York  State 
Banking  Department  in  1992,  along  with  various  speeches  and 
other  material  dealing  with  the  discrimination  issue,  have  been 
provided  to  all  of  the  larger  banking  organizations  operating  in  our 
District.  The  availability  of  this  information  has  been  advertised  in 
our  community  affairs  newsletter  which  has  a  circulation  of  more 
than  4,000,  including  every  commercial  bank  in  the  District.  Hun- 
dreds of  requests  for  this  information  have  been  filled.  The  news- 
letter has  also  featured  articles  on  HMDA  data  analysis  and  equal 
treatment. 

In  addition,  our  Community  Affairs  Officer  is  in  the  process  of 
personally  visiting  each  of  the  largest  financial  institutions  in  our 
District  to  discuss  the  institutions'  plans  and  activities  with  regard 
to  lending  disparities.  To  date,  meetings  have  been  held  with  senior 
management  of  half  of  the  organizations  with  assets  exceeding  $1 
billion;  the  20  organizations  meeting  this  profile  control  approxi- 
mately 47  percent  of  the  banking  assets  in  the  District.  We  have 
also  held  six  workshops  on  community  development  lending  for  ex- 
ecutive officers  and  directors  of  financial  institutions.  During  those 
seminars,  we  presented  a  session  on  HMDA  and  discussed  lending 
disparity  studies.  We  also  discussed  the  importance  of  applying  un- 
derwriting criteria  and  compensating  factors  evenly  and  consist- 
ently, and  encouraged  the  participants  to  review  the  Federal  Fi- 
nancial Institutions  Examination  Council  brochure,  Home  Mortgage 
Lending  and  Equal  Treatment. 

Q.2B.  At  another  hearing  on  access  to  capital  in  low-income  com- 
munities, Bruce  Marks,  Executive  Director  of  the  Union  Neighbor- 
hood Assistance  Corporation,  suggested  that  the  Federal  Reserve 
Banks  hold  hearings  on  mortgage  lending  and  reverse  redlining  in 
their  respective  districts.  That  looks  like  a  good  idea  to  me.  Will 
you  hold  such  a  hearing? 

A.2B.  After  consideration  of  possible  actions,  current  plans  are  to 
continue  concentrating  efforts  on  initiatives  to  improve  examina- 
tion procedures  to  identify  and  address  any  lending  inequities,  and 
to  further  educate  bankers,  advocates,  and  the  general  public  on 
the  responsibilities  of  banks  with  regard  to  CRA  and  on  the  possi- 
bilities of  public-private  partnerships  to  address  the  credit  needs  of 
low-  and  moderate-income  communities.  We  may  consider  the  pos- 
sibility of  hearings  but  believe  that  well  defined  objectives  for  such 
meetings  that  are  consistent  with  our  responsibilities  in  this  area 
are  essential.  Such  forums  should  also  be  considered  part  of  a  cohe- 
sive Federal  Reserve  approach. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 
FROM  J.  ALFRED  BROADDUS 

FEDERAL  RESERVE  BANK  OF  RICHMOND 

Q.lA.  What  in  your  view  accounts  for  the  large  share  that  foreign 
banks  now  have  of  the  U.S.  commercial  lending  market? 
A.1A.  The  Federal  Reserve  Bank  of  New  York's  "Quarterly  Review" 
article  cited  in  your  letter  offers  two  explanations  for  the  growth 
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of  the  foreign  bank  share  of  the  commercial  loan  market  in  the 
1980's,  both  of  which  strike  me  as  reasonable.  First,  prior  to  1991, 
foreign  banks  could  avoid  the  cost  of  U.S.  reserve  requirements  by 
raising  funds  in  the  Eurodollar  market  and  then  booking  loans  to 
U.S.  corporations  through  branches  operating  outside  the  United 
States,  most  often  in  the  Cayman  Islands.  U.S.  banks,  in  contrast, 
were  prohibited  from  avoiding  reserve  requirements  in  this  way. 
Because  reserve  requirements  on  time  deposits  were  eliminated  in 
1991,  foreign  banks  no  longer  enjoy  this  significant  advantage  over 
domestic  banks.  Indeed,  available  data  show  that  the  growth  of  the 
foreign  bank  share  of  domestic  commercial  loans  has  slowed 
abruptly  in  the  past  two  years. 

The  second  explanation  arises  from  the  higher  cost  of  capital 
faced  by  U.S.  banks.  The  article  cited  evidence  that  certain  foreign 
banks  faced  a  significantly  lower  cost  of  capital  than  U.S.  banks 
throughout  the  1980's.  With  its  balance  of  payments  and  budget 
deficits,  the  United  States  was  importing  capital  during  this  period, 
it  was  natural  that  foreign  banks  with  access  to  relatively  low-cost 
funds  would  seek  lending  opportunities  in  the  U.S. 

In  this  regard,  until  the  adoption  of  the  Basle  Committee's  Ac- 
cord in  1988,  many  foreign  banks  enjoyed  lower  capital  require- 
ments than  U.S.  banks.  Even  after  common  guidelines  were  adopt- 
ed, foreign  banks  were  able  to  evade  supervisory  pressures  on  their 
capital  bases  more  readily  than  U.S.  banks.  When  a  U.S.  credit  be- 
came troubled,  a  foreign  bank  operating  in  the  U.S.  could  export 
the  credit  to  its  head  office,  which  would  enable  it  to  postpone  a 
charge-off  and  permit  continued  asset  expansion. 

Beyond  these  two  explanations,  it  seems  clear  that  foreign  banks 
focused  heavily  on  building  market  share  in  U.S.  markets  during 
this  period  and  offered  commercial  loan  rates  that  were  unusually 
competitive.  More  recently,  an  apparent  lack  of  profitability  has 
contributed  to  a  retrenchment. 

Q.1B.  Do  the  so-called  grandfather  provisions  of  the  international 
Banking  Act  of  1978  dealing  with  Glass-Steagall  and  interstate 
banking  give  foreign  banks  competitive  advantages  in  competing 
for  market  share  in  this  country? 

A.1B.  Only  a  small  number  of  foreign  banking  organizations  were 
grandfathered  by  the  International  Banking  Act  with  respect  to  se- 
curities activities,  and  the  volume  of  their  securities  underwriting 
is  not  believed  to  be  significant.  Moreover,  since  1989  the  Board  of 
Governors  has  permitted  bank  holding  companies  to  underwrite  se- 
curities to  a  limited  degree  within  the  provisions  of  the  Glass- 
Steagall  Act.  The  establishment  of  so-called  "Section  20"  subsidi- 
aries of  domestic  bank  holding  companies  has  reduced  the  advan- 
tage held  by  foreign  organizations  with  grandfather  rights. 

Similarly,  any  significant  advantage  granted  foreign  banks  by 
the  interstate  grandfather  provisions  of  the  International  Banking 
Act  was  short  lived.  The  subsequent  passage  of  legislation  at  the 
state  level  permitting  the  development  of  interstate  banking 
through  regional  compacts  and  other  reciprocal  arrangements  has 
diluted  the  advantage  originally  granted  to  a  limited  number  of  for- 
eign banks. 
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Q.1C.  Does  the  U.S.  inadvertently  give  foreign  banks  other  com- 
petitive advantages  such  as  excluding  their  wholesale  branches 
from  CRA  requirements  while  U.S.  wholesale  banks  are  subject  to 
such  requirements? 

A.1C.  Recognizing  that  deposit  insurance  is  intended  primarily  to 
protect  individual  depositors  and  that  certain  branches  of  foreign 
banks  were  established  principally  to  finance  international  trade, 
the  international  Banking  Act  of  1978  exempted  wholesale  foreign 
branches  from  deposit  insurance  and  thus  the  provisions  of  the 
Community  Reinvestment  Act.  While  these  branches  may  enjoy  a 
competitive  advantage  over  their  U.S.  counterparts  with  respect  to 
the  costs  of  compliance,  their  lack  of  deposit  insurance  causes  them 
to  operate  at  a  disadvantage  in  competing  for  U.S.  deposits.  Fur- 
ther, the  number  of  wholesale  foreign  branches  is  relatively  small. 

Q.1D.  Can  you  list  all  the  competitive  advantages  that  the  U.S. 
gives  foreign  banks  in  our  market? 

A.1D.  As  noted  above,  foreign  banks  may  have  enjoyed  competitive 
advantages  over  U.S.  banks  in  the  past.  However,  the  adoption  of 
the  International  Banking  Act,  the  International  Lending  Super- 
vision Act,  the  international  Risk-based  Capital  Standards,  and  the 
Foreign  Bank  Supervision  Enhancement  Act  of  1991;  the  liberaliza- 
tion of  domestic  banking  laws  relating  to  interstate  expansion;  and 
more  permissive  regulation  of  securities  activities  have  greatly  re- 
duced these  advantages.  With  respect  to  capital  requirements,  a  re- 
port issued  jointly  by  the  Treasury  and  the  Board  of  Governors  on 
June  19,  1992,  concluded  that  only  a  few  minor  differences  existed 
between  the  standards  applicable  to  U.S.  banks  and  all  foreign 
banks.  Further,  these  differences  result  from  national  discretion 
specifically  permitted  in  the  risk-based  capital  agreement. 

Q.2A.  What  actions  have  you  taken  in  response  to  the  findings  of 
this  study  (The  Federal  Reserve  Bank  of  Boston's  recent  study  on 
mortgage  lending  discrimination)? 

A.2A.  The  Federal  Reserve  System  has  taken  a  number  of  steps  to 
improve  its  examination  of  lending  practices,  particularly  with  re- 
spect to  mortgage  lending,  and  to  strengthen  its  ability  to  utilize 
HMDA  data  in  the  process.  This  Bank  has  significantly  increased 
the  resources  devoted  to  analysis  and  file  testing  aimed  at  discover- 
ing loan  discrimination  in  consumer  compliance  examinations.  In 
particular,  we  are  using  the  HMDA  data  more  systematically  and 
effectively  in  analyzing  the  lending  practices  of  individual  banks  in 
our  District.  Our  examiners  can  now  compare  files  of  applicants  de- 
nied credit  with  files  of  successful  applicants  while  controlling  for 
such  variables  as  income,  loan  type,  and  location.  Moreover,  all 
compliance  examiners  have  been  trained  in  the  HMDA  analysis 
system,  and  a  senior  person  provides  preexamination  analysis  and 
guidance. 

Beyond  this,  our  Bank  is  participating  in  efforts  of  the  Federal 
Financial  Institutions  Examination  Council  in  planning  meetings  of 
bankers  and  community  groups  in  the  near  future  to  discuss  the 
CRA  examination  process.  One  such  meeting  will  be  held  here  in 
Richmond.  Additionally,  our  Community  Affairs  Office  has  sched- 
uled a  third-quarter  roundtable  meeting  with  bankers  and  commu- 
nity groups  in  Charlotte,  North  Carolina,  to  discuss  community  re- 
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investment  concerns  and  strategies.  This  meeting  is  a  pilot  effort 
for  such  roundtables  that  this  Reserve  Bank  intends  to  host  around 
the  District.  Both  these  roundtables  and  the  FFIEC  meeting  are 
expected  to  address  mortgage  discrimination  issues. 

Q.2B.  At  another  hearing  on  access  to  capital  in  low-income  com- 
munities, Bruce  Marks,  Executive  Director  of  the  Union  Neighbor- 
hood Assistance  Corporation,  suggested  that  the  Federal  Reserve 
Banks  hold  hearings  on  mortgage  discrimination  and  reverse  red- 
lining in  their  respective  districts.  That  looks  like  a  good  idea  to 
me.  Will  you  hold  such  a  hearing? 

A.2B.  The  Board  of  Governors  is  considering  holding  regional  hear- 
ings on  discrimination  issues.  We  are  awaiting  the  outcome  of 
these  discussions  to  determine  what  actions  this  Bank  should  take. 
As  noted  above,  this  Bank  will  be  sponsoring  meetings  throughout 
the  Fifth  District  where  mortgage  discrimination  issues  verylikely 
will  be  discussed. 

Regarding  reverse  redlining,  the  Board  of  Governors  has  decided 
not  to  hold  hearings  for  reasons  that  I  believe  Chairman  Green- 
span has  conveyed  to  you.  We  concur  with  the  Board's  decision. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  REEGLE 

FROM  ROBERT  T.  PARRY 

FEDERAL  RESERVE  BANK  OF  SAN  FRANCISCO 

Q.1A.  What  in  your  view  accounts  for  the  large  share  that  foreign 
banks  now  have  of  the  U.S.  commercial  lending? 

A.1A.  The  rise  in  the  share  of  lending  accounted  for  by  foreign 
banks  in  large  part  reflects  the  increased  globalization  of  economic 
activity.  The  growth  in  foreign  direct  investment  and  international 
trade  has  provided  an  impetus  for  expansion  in  the  U.S.  by  foreign 
banking  organizations,  as  those  banks  seek  to  serve  nonfinancial 
firms  from  their  home  countries  that  operate  in  or  trade  with  the 
U.S.  Consistent  with  this  view  is  the  observation  that  foreign 
banks  with  the  biggest  presence  in  the  U.S.  are  from  the  countries 
that  are  our  major  trading  partners. 

Foreign  banking  organizations  operating  in  the  U.S.  can  be  ex- 
pected to  have  a  comparative  advantage  in  servicing  nonfinancial 
firms  based  in  their  home  country.  It  also  appears  tnat  the  inter- 
national service  capabilities  of  foreign  banks  are  attractive  to  some 
U.S.  based  firms  operating  or  trading  internationally.  However,  it 
should  be  noted  that  U.S.  commercial  banks  and  investment  banks 
remain  the  premiere  institutions  in  many  facets  of  international  fi- 
nance. 

While  the  link  to  foreign  business  related  activity  has  been  im- 
portant, foreign  banks  also  have  been  attracted  to  U.S.  wholesale 
and  retail  banking  markets  more  broadly.  In  this  vein,  some  for- 
eign banks  have  expanded  their  presence  in  U.S.  banking  markets 
through  acquisitions  of  existing  commercial  banks.  I  see  such  ac- 
quisitions by  foreign  banks  as  reflecting  the  attractiveness  of  U.S. 
banking  markets  as  well  as  the  greater  international  integration  of 
financial  markets  and  economic  activity. 

As  pointed  out  in  the  New  York  Federal  Reserve  Bank  study 
cited  in  your  question,  in  the  past,  U.S.  reserve  requirement  regu- 
lations could  nave  made  it  possible  for  certain  off-shore  foreign 
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banking  facilities  to  price  loans  more  aggressively.  Any  meaningful 
reserve  requirement  advantage,  however,  should  have  been  elimi- 
nated when  the  remaining  three  percent  reserve  requirement  on 
non-personal  time  and  savings  deposits  was  reduced  to  zero  in 
1990. 

Q.1B.  Do  the  so-called  grandfather  provisions  of  the  International 
Banking  Act  of  1978  dealing  with  Glass-Steagall  and  interstate 
banking  give  foreign  banks  competitive  advantages  in  competing 
for  market  share  in  this  country? 

A.1B.  As  you  know,  prior  to  the  passage  of  the  International  Bank- 
ing Act  (IBA)  in  1978,  foreign  banks  could  operate  through 
branches  and  agencies  subject  only  to  state  banking  laws  and  su- 
pervision. Among  other  things,  the  exemption  from  federal  banking 
laws  meant  that  foreign  banks  could  establish  full-service  branches 
in  more  than  one  state  and  engage  in  nonbanking  activities  prohib- 
ited under  the  Bank  Holding  Company  Act.  The  IBA  addressed 
these  two  advantages  by  limiting  the  expansion  of  full-service 
branches  of  a  foreign  bank  to  a  single  state  and  by  extending  bank 
holding  company  limitations  on  nonbank  activities  to  foreign 
branches  and  agencies  operating  in  the  U.S.  The  Act  also  provided 
that  foreign  banks  that  operated  full-service  branches  in  more  than 
one  state  and  those  engaged  in  nonbank  activity  in  the  U.S.  prior 
to  late  July  1978  could  continue  to  do  so.  These  grandfather  provi- 
sions reduced  the  disruption  to  ongoing  operations,  but  also  re- 
tained some  potential  advantages  for  some  foreign  banks  at  that 
time. 

In  the  decade  and  half  since  the  passage  of  the  IBA,  however, 
any  advantages  afforded  foreign  institutions  from  the  grandfather 
provisions  of  the  IBA  likely  have  been  eclipsed  by  subsequent 
changes  in  U.S.  regulations.  Regarding  interstate  banking,  almost 
all  states  allow  some  form  of  interstate  banking,  and  most  allow 
entry  by  banks  nationwide.  Likewise,  since  1987,  the  Federal  Re- 
serve Board  has  approved  applications  by  banks  to  established  sep- 
arate subsidiaries  to  engage  in  the  underwriting  of  so-called  ineli- 
gible securities,  albeit  with  limitations. 

This  is  not  to  say  that  the  current  restrictions  on  interstate 
banking  and  bank  powers  are  appropriate.  In  my  view,  the  remain- 
ing federal  restrictions  on  interstate  branching  hinder  the  efficient 
provision  of  financial  services  in  the  U.S.  In  addition,  the  degree 
of  separation  of  commercial  and  investment  banking  is  still  too  se- 
vere. 

Q.1C.  Does  the  U.S.  inadvertently  give  foreign  banks  other  com- 
petitive advantages  such  as,  excluding  their  wholesale  branches 
from  CRA  requirements  while  U.S.  wholesale  banks  are  subject  to 
such  requirements? 

A.1C.  Wholesale  branches  of  foreign  banks  are  exempt  from  CRA 
requirements  because  they  are  not  "insured  depository  institutions" 
as  that  term  is  defined  in  the  CRA.  Domestic  wholesale  banks  are 
subject  to  the  provisions  of  CRA  because  their  deposits  are  feder- 
ally insured.  This  distinction  between  the  two  classes  of  institu- 
tions suggests  that  the  foreign  wholesale  branches  carry  a  lighter 
regulatory  burden  than  their  domestic  counterparts  and  hence  have 
a  competitive  advantage.  Without  further  research  on  this  matter, 
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we  are  unable  to  say  with  certainty  how  much  off  a  competitive  ad- 
vantage exists.  We  are  inclined  to  think  it  is  minor. 

Q.1D.  Can  you  list  all  the  competitive  advantages  that  the  U.S. 
gives  foreign  banks  in  our  market? 

A.1D.  The  intent  of  the  International  Banking  Act  (IBA)  is  to  have 
banking  organizations  in  the  U.S.  operate  in  comparable  regulatory 
and  supervisory  environments.  U.S.  regulations  themselves  cer- 
tainly do  not  give  an  advantage  to  foreign-owned,  full-service  com- 
mercial banks  and  bank  holding  companies  since  they  are  subject 
to  the  same  regulatory,  and  supervisory  structure  as  domestically 
owned  institutions.  Foreign  branches  and  agencies  also  are  subject 
to  the  same  restrictions  on  nonbank  activities  as  domestically 
owned  banks.  These  institutions  also  are  affected  by  the  changes 
to  the  IBA  that  give  the  Federal  Reserve  new  authority  to  super- 
vise and  regulate  foreign  banks.  Moreover,  agencies  and  branches 
face  restrictions  such  as  those  on  deposit  taking  that  distinguish 
them  from  full-service  banks. 

One  area  in  which  the  foreign  branches  may  have  some  advan- 
tages relative  to  full-service  commercial  banks,  both  foreign  and  do- 
mestically owned,  is  the  cost  of  deposit  insurance.  Many  of  the 
branches  are  not  involved  in  retail  deposit  taking  and  are  not  re- 
quired to  be  insured  by  the  FDIC.  Commercial  banks  are  insured 
and  pay  premiums  based  on  their  total  domestic  deposits,  not  hist 
their  insured  deposits.  This  was  less  of  an  issue  in  the  past  when 
insurance  premiums  were  relatively  low.  Currently  the  minimum 
premium  amounts  to  23  basis  points  on  the  cost  of  deposits.  The 
competitive  implications  of  this,  however,  are  not  straightforward 
since  the  cost  of  wholesale  funds  to  an  organization  will  reflect  a 
number  of  factors.  For  example,  we  observed  that  the  market's  con- 
cern over  the  financial  condition  of  its  parent  organization  affects 
the  cost  of  funds  to  a  foreign  branch.  Also,  the  cost  of  wholesale 
funds  to  a  bank  can  be  expected  to  depend  on  the  market's  percep- 
tion of  any  implicit  government  guarantee  on  wholesale  deposits. 

Differences  in  capital  requirements  among  countries  also  are 
often  said  to  favor  some  foreign  banks  operating  in  the  U.S.  Indeed, 
an  argument  in  favor  of  the  international  adoption  of  risk-based 
capital  standards  is  that  we  have  more  uniform  capital  require- 
ments across  countries;  though  complete  uniformity  has  not  been 
achieved  due  to  differences  in  the  implementation  of  the  regula- 
tions among  the  major  industrialized  countries.  It  is  not  clear  how 
critical  current  or  past  variation  in  capital  requirements  have  been 
to  bank  competition.  Whatever,  the  effect  though,  it  is  clear  that 
the  U.S.  capital  standards  should  not  be  compromised  purely  for 
the  sake  of  uniformity. 

Another  feature  differentiating  some  branches  and  full-service 
commercial  banks  is  that  some  branches  and  their  foreign  parents 
have  very  close  ties  to  their  nonfinancial  customers  by  virtue  of  eq- 
uity investments  in  the  nonfinancial  firms.  Such  relationships,  of 
course,  reflect  bank  regulations  and  practices  in  other  countries 
like  Japan  and  Germany.  One  way  to  address  the  difference  be- 
tween branches  and  full-service  banks  in  the  U.S.  would  be  to  ease 
Glass-Steagall  restrictions  regarding  bank  equity  investments  in 
nonfinancial  firms,   though   I   do  not  think   that  the  advantage 
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gained  by  certain  branches  in  this  regard  by  itself  is  enough  to  jus- 
tify such  a  recommendation. 

As  I  suggested  in  my  earlier  response,  however,  there  are  other 
reasons  for  easing  the  current  Glass-Steagall  restrictions  separat- 
ing commercial  and  investment  banking.  I  also  would  like  to  reit- 
erate that  the  current  restrictions  on  interstate  banking  are  a  hin- 
drance. Either  of  these  issues  is  far  more  important  to  the  effi- 
ciency in  financial  markets  than  regulations  relating  to  the  com- 
petitive position  of  full-service  banks  relative  to  foreign  branches. 

Q.2A.  What  action  have  you  taken  in  response  to  the  findings  of 
this  [Federal  Reserve  Bank  of  Boston]  study? 

A.2A.  The  Federal  Reserve  Bank  of  San  Francisco  has  initiated  two 
separate  programs  whose  aims  are  to  identify  and  eradicate  illegal 
lending  practices  in  the  banking  industry.  One  of  the  programs,  ad- 
ministered in  our  compliance  examination  department,  entails  the 
use  of  improved  technology  and  analytical  tools  in  HMDA  review 
and  intensified  anti-discrimination  training  for  our  compliance  ex- 
aminers. The  other  program,  conducted  by  our  community  affairs 
department,  is  more  externally  oriented;  that  is,  we  have  begun  a 
series  of  seminars  throughout  the  district  providing  training  and 
technical  assistance  to  lending  institutions  on  using  HMDA  data 
and  other  resources  to  identify  and  correct  disparate  lending  pat- 
terns and  on  various  other  procedures  to  ensure  fair  lending  prac- 
tices. The  two  programs  are  described  more  fully  below. 

Compliance  Examinations 

Within  the  past  few  months  our  examiners  have  attended  two 
System-level  schools  for  advanced  training  in  the  retrieval,  manip- 
ulation and  analysis  of  HMDA  data.  Three  more  sessions  of  this 
schooling  are  scheduled  later  this  year. 

In  mid-February  of  this  year  the  entire  management  and  staff  of 
the  compliance  examination  department  attended  and  participated 
in  a  three-day  seminar  on  examining  for  lending  discrimination. 
The  seminar,  held  at  the  San  Francisco  Reserve  Bank,  was  also  at- 
tended by  examiners  and  senior  officials  of  the  other  three  banking 
agencies.  All  four  agencies  had  planned  and  developed  the  seminar 
over  the  prior  several  months.  Among  the  speakers  and  instructors 
at  the  seminar  were  officials  from  the  Justice  Department  Civil 
Rights  Division,  the  Federal  Trade  Commission  Division  of  Credit 
Practices,  the  HUD  Office  of  Indian  Programs  and  the  National 
Fair  Housing  Alliance. 

In  early  March  several  of  our  senior  examiners  attended  a  na- 
tional interagency  compliance  conference  in  Costa  Mesa,  California. 
Nationally  prominent  authorities  covered  such  topics  as  HMDA 
analysis,  fair  lending  implications  of  real  estate  appraisals,  trends 
in  community  development  lending  and  Department  of  Justice  en- 
forcement actions. 

Community  Affairs 

Our  community  affairs  department,  in  partnership  with  the  Fed- 
eral Home  Loan  Bank  of  San  Francisco,  will  be  holding  four  semi- 
nars next  month  on  the  Home  Mortgage  Disclosure  Act  and  fair 
lending  practices.  The  seminars,  to  be  attended  by  managers  and 
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lending  officers  of  financial  institutions,  wall  be  held  in  Phoenix 
(May  11),  Las  Vegas  (May  13),  San  Francisco  (May  25)  and  Costa 
Mesa  (May  27).  The  seminars  will  provide  institutions  with  state 
of  the  art  techniques  for  analyzing  HMDA  data  and  with  instruc- 
tions on  the  development  of  programs  and  procedures  to  ensure  fair 
lending  practices.  Such  programs  and  procedures  include  the  use  of 
testers,  tiered  review  processes  for  denied  applicants,  compensation 
and  incentive  programs  for  lending  in  lower-income  neighborhoods, 
community  outreach,  marketing  strategies  and  hiring  and  pro- 
motion practices. 

Our  community  affairs  staff  will  be  conducting  four  other  semi- 
nars for  bank  directors  and  executive  officers.  These  seminars  will 
cover  the  roles  and  responsibilities  of  directors  and  senior  officers 
under  the  Community  Reinvestment  Act  and  other  anti-discrimina- 
tion laws  and  regulations.  The  seminars  will  be  held  in  Los  Ange- 
les (June  29),  Seattle  (July  1),  San  Francisco  (July  13)  and  Park 
City,  Utah  (July  15).  These  seminars  have  been  planned  because 
of  the  huge  demand  for  them.  We  conducted  similar  seminars  on 
seven  occasions  last  year  and  twice  early  this  year.  On  every  such 
occasion  the  registrations  exceeded  capacity;  the  bankers  attending 
the  seminars  have  expressed  strong  appreciation  for  them. 

Q.2B.  At  another  hearing  on  access  to  capital  in  low-income  com- 
munities, Bruce  Marks,  Executive  Director  of  the  Union  Neighbor- 
hood Assistance  Corporation,  suggested  that  the  Federal  Reserve 
Banks  hold  hearings  on  mortgage  discrimination  and  reverse  red- 
lining in  their  respective  districts.  That  looks  like  a  good  idea  to 
me.  Will  you  hold  such  a  hearing? 

A.2B.  In  the  past  two  years  or  so  the  Federal  Reserve  Bank  of  San 
Francisco  has  held  five  public  hearings  on  issues  relating  to  CRA, 
redlining  and  access  to  capital  in  inner  cities.  The  hearings  were 
held  in  Los  Angeles  (twice),  San  Francisco,  Phoenix  and  Seattle. 
Nearly  200  witnesses  testified  in  such  hearings;  they  represented 
minority  advocacy  groups,  low-income  communities,  non-profit  de- 
velopers, local  governments,  state  governments,  members  of  Con- 
gress and  bankers. 

Also,  we  have  held  major  conferences  in  each  of  the  past  nine 
years;  all  have  included  speakers,  panelists  and  attendees  rep- 
resenting the  interests  of  minorities  and  lower-income  commu- 
nities. Moreover,  in  the  course  of  carrying  out  their  responsibilities 
the  staffs  of  our  community  affairs  and  compliance  examination  de- 
partments communicate  practically  daily  with  community  leaders. 

We  are  pleased  with  the  quality  of  our  communications  with 
members  of  our  diverse  communities  and  enjoy  good  relations  with 
them.  The  information  and  perspectives  they  have  provided  us  over 
the  years  have  assisted  us  in  developing  and  administering  both 
our  CRA  enforcement  activities  and  our  programs  for  building  part- 
nerships between  banks  and  their  communities.  In  these  cir- 
cumstances we  don't  feel  a  critical  need  to  hold  another  public 
hearing.  However,  this  matter  is  under  ongoing  consideration. 

Q.3.  I — together  with  my  colleagues,  Senators  Dodd,  Boxer, 
Moseley-Braun,  and  others — have  introduced  legislation  that  pro- 
vides funding  for  the  reuse  or  "recycling"  of  abandoned  and  under- 
utilized industrial  and  commercial  facilities  and  sites  in  distressed 
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areas  of  our  cities  and  states.  Do  you  share  my  belief  that  we  must 
facilitate  the  reuse  of  environmentally  contaminated  land,  if  we 
wish  to  make  efficient  use  of  our  Nation's  community  infrastruc- 
ture and  restore  economic  activity  in  our  distressed  areas? 
A.3.  It  is  difficult  to  judge  which  problems  facing  our  inner  cities 
and  other  distressed  parts  of  the  country  are  more  critical  than 
others.  However,  focusing  on  the  question  you  have  posed,  it  is  the 
case  that  efforts  to  revitalize  under-utilized  or  abandoned  property 
can  enhance  the  value  of  surrounding  real  estate  and  stimulate 
further  investment.  Also,  environmental  contamination  of  land 
surely  inhibits  private  sector  efforts  to  revitalize  real  estate  in 
urban  areas  and  elsewhere.  Certainly  finding  effective  ways  to  re- 
duce that  inhibition  would  help  stimulate  investment  in  distressed 
areas. 

When  weighing  which  steps  might  be  effective,  we  need  to  iden- 
tify the  factors  that  are  inhibiting  private  sector  decision  making. 
In  my  view,  the  major,  problem  is  uncertainty.  One  uncertainty  is 
clean-up  costs.  Another  is  the  exposure  to  future  liability  of  a  local 
community  developer.  These  uncertainties  make  a  project  involving 
environmentally  contaminated  real  estate  particularly  risky. 

One  approach  the  government  already  is  taking  through  the 
Superfund  legislation  is  the  direct  allocation  of  funds  to  clean  up 
contaminated  land.  This  approach  could  be  extended  to  cover  con- 
taminated property  in  areas  deemed  to  be  economically  distressed. 
Another  way  to  persuade  developers  to  take  on  risky  projects  is  for 
the  government  to  subsidize  the  financing  of  projects,  as  proposed 
in  the  legislation  that  you  have  introduced. 

As  an  alternative  or  as  a  complement  to  direct  government  ex- 
penditures, the  government  could  act  to  limit  the  amount  of  uncer- 
tainty concerning  developers'  liability.  On  this  point,  the  experience 
with  changes  in  the  rules  applying  to  the  liability  of  lenders  in  con- 
nection with  contaminated  property  suggests  that  specifying  the 
extent  of  liability  of  developers  of  projects  involving  contaminated 
land  should  make  them  more  willing  to  take  on  projects  that  revi- 
talize such  property. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RBEGLE 
FROM  ROBERT  D.  McTEER,  JR. 

FEDERAL  RESERVE  BANK  OF  DALLAS 

Q.l.  In  an  article  that  appeared  in  the  Spring  1992  Federal  Re- 
serve Bank  of  New  York  Quarterly  Review  on  Foreign  Bank  Credit 
to  U.S.  Corporations,  it  was  reported  that  the  foreign  bank  share 
of  the  U.S.  commercial  banking  market  is  higher  than  the  fre- 
quently cited  30  percent  figure,  which  is  based  on  loans  booked  in 
the  United  States.  Instead,  the  authors  contended:  "Foreign  banks 
have  won  a  market  share  for  themselves  closer  to  45  percent,  put- 
ting commercial  lending  ahead  of  chemical  and  automaking  in  the 
foreign  command  of  the  U.S.  market." 

Q.1A.  What  in  your  view  accounts  for  the  large  share  that  foreign 
banks  now  have  of  the  U.S.  commercial  lending  market? 
A.1A.  Foreign  banks  have  increased  their  share  of  the  U.S.  com- 
mercial lending  market  over  the  past  two  decades.  This  steady  rise 
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in  commercial  and  industrial  loans  in  the  U.S.  by  foreign  banks  can 
be  traced  to  both  economic  and  regulatory  factors. 

Among  the  economic  factors  behind  the  rise  in  foreign  bank  lend- 
ing, as  the  nonfinancial  sectors  of  the  U.S.  economy  become  more 
globally  integrated,  we  can  expect  to  see  more  participation  in  our 
lending  markets  by  foreign  financial  institutions  as  they  follow 
their  customers  into  our  markets.  There  is  also  some  evidence  that 
some  foreign  institutions  may  enjoy  a  funding  cost  advantage  in 
that  they  are  able  to  operate  with  lower  margins  than  their  domes- 
tic counterparts. 

The  regulatory  framework  in  which  U.S.  banks  operate  has  also 
been  an  important  component  behind  the  inroads  made  in  U.S. 
banking  markets  by  foreign  banks.  Throughout  most  of  its  history, 
the  U.S.  banking  system  has  existed  as  a  collection  of  local  banking 
markets  connected  through  various  correspondent  networks.  The 
fragmented  nature  of  the  U.S.  banking  system  stems  from  regu- 
latory restrictions  on  both  geographic  and  product  lines,  and  places 
U.S.  banks  in  a  weaker  position  to  compete  for  market  share  in  an 
increasingly  integrated  market  for  financial  services.  Moreover, 
prior  to  1978,  foreign  bank  entry  into  the  United  States  was  con- 
trolled exclusively  by  state  banking  laws  and  foreign  bank  lending 
to  U.S.  customers  from  overseas  offices  was  largely  free  from  U.S. 
regulation.  More  recently,  in  addition  to  the  implementation  of  the 
Basle  capital  requirements  which  affected  U.S.  and  foreign  banks 
alike,  U.S.  banks  are  required  to  meet  a  leverage  capital  ratio, 
which  is  not  imposed  on  their  foreign  competitors.  These  regulatory 
factors  have  thus  made  it  more  costly  for  U.S.  banks  to  operate  in 
both  domestic  and  international  markets. 

Q.1B.  Do  the  so-called  grandfather  provisions  of  the  International 
Banking  Act  of  1978  dealing  with  Glass-Steagall  and  interstate 
banking  give  foreign  banks  competitive  advantages  in  competing 
for  market  share  in  this  country? 

A.1B.  While  the  International  Banking  Act  of  1978  (IBA)  generally 
prohibited  the  establishment  and  operation  of  branches  outside  of 
the  foreign  bank's  home  state,  this  prohibition  was  not  applied  to 
branches  that  were  in  operation  or  had  applied  to  operate  on  or  be- 
fore July  27,  1978.  Whether  this  "grandfather"  provision  offers  a 
competitive  advantage  to  foreign  banks  depends  on  the  extent  to 
which  the  prohibition  against  interstate  branching  is  costly  for  U.S. 
banks.  Most  analysts  agree  that  the  prohibition  against  interstate 
branching  does  impose  costs  on  U.S.  banks.  The  attractiveness  of 
interstate  operations  is  reflected  in  the  large  number  of  bank  hold- 
ing companies  with  subsidiary  banks  operating  in  more  than  one 
state.  At  the  end  of  1992,  177  bank  holding  companies  operated 
subsidiary  banks  in  more  than  one  state,  and  the  banks  within 
these  holding  companies  accounted  for  roughly  64  percent  of  all 
bank  assets  in  the  U.S.  Thus,  much  of  the  banking  industry  has 
circumvented  the  restrictions  against  interstate  banking  through 
the  establishment  of  multi-state  bank  holding  companies.  Because 
foreign  banks  can  achieve  the  end  result  of  operating  in  more  than 
one  state  through  the  simpler  (and  presumably  less  costly)  struc- 
ture of  branching  insofar  as  it  is  allowed  under  the  grandfather 
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provisions  of  the  IBA,  foreign  banks  have  a  competitive  advantage 
over  U.S.  banks  in  operating  in  more  than  one  state. 

The  grandfather  provision  of  the  IBA  that  allowed  foreign  banks 
to  continue  to  engage  in  nonbanking  activities  in  the  U.S.  (if  the 
foreign  bank  or  its  affiliate  was  engaged  in  or  had  applied  to  con- 
duct such  activities  on  July  26,  1978)  also  offers  a  competitive  ad- 
vantage to  foreign  banks.  U.S.  banks  have  made  some  inroads  into 
the  securities  business  through  the  establishment  of  Section  20  se- 
curities subsidiaries  that  are  able  to  pursue  the  securities  business 
on  a  limited  basis.  But  these  limits  have  prevented  U.S.  banks 
from  realizing  many  of  the  benefits  of  the  complementary  between 
commercial  and  investment  banking. 

Eliminating  these  two  competitive  advantages  that  foreign  banks 
currently  enjoy  is  desirable,  but  we  should  consider  eliminating 
these  advantages  by  extending  the  same  privileges  to  U.S.  banks 
that  are  currently  enjoyed  by  foreign  banks  through  the  grand- 
father provisions  of  the  IBA.  Rescinding  the  privileges  that  foreign 
banks  currently  enjoy  would  be  one  way  of  eliminating  the  competi- 
tive advantage  of  foreign  banks.  These  competitive  advantages, 
however,  are  ultimately  shared  by  the  depositors  and  borrowers  at 
these  banks.  We  should  allow  these  benefits  to  flow  to  all  borrow- 
ers and  depositors  in  the  U.S.  by  considering  steps  to  remove  the 
restrictions  against  interstate  branching  and  the  restrictions  forc- 
ing the  separation  of  commercial  and  investment  banking. 

Eliminating  the  restrictions  that  are  imposed  on  U.S.  banks  but 
are  not  applicable  to  their  foreign  competitors  thanks  to  the  grand- 
father provisions  of  the  IBA  takes  on  increasing  importance  as 
markets  become  more  globally  integrated.  The  trend  toward  a  more 
globally  integrated  economy  is  likely  to  accelerate  under  the  North 
American  Free  Trade  Agreement  and  the  General  Agreement  on 
Tariffs  and  Trade.  To  compete  effectively  in  the  global  marketplace 
U.S.  businesses,  both  financial  and  nonfinancial,  need  to  have  ac- 
cess to  financial  services  on  a  par  with  those  available  to  their 
global  competitors.  Thus,  antiquated  restrictions  on  financial  serv- 
ices in  the  U.S.  may  create  a  competitive  disadvantage  for  U.S. 
firms  by  limiting  the  scope  of  the  financial  products  that  are  avail- 
able. 

While  these  restrictions  indirectly  affect  the  competitive  position 
of  nonfinancial  firms,  they  directly  affect  the  ability  of  U.S.  banks 
to  compete  in  the  global  marketplace.  U.S.  banks  are  active  in  for- 
eign markets.  Excluding  foreign-controlled  banks,  roughly  16  per- 
cent of  U.S.  insured  commercial  banks'  commercial  and  industrial 
loans  were  extended  to  non-U. S.  addressees,  and  roughly  10  per- 
cent of  the  total  loans  of  these  banks  were  held  by  their  foreign  of- 
fices at  the  end  of  1992.  Thus,  a  sizable  fraction  of  the  business  of 
U.S.  banks  takes  place  in  the  international  marketplace.  As  the 
global  economy  becomes  increasingly  integrated  there  will  likely  be 
greater  opportunities  for  U.S.  banks  to  participate  in  world  mar- 
kets, but  the  ability  of  U.S.  banks  to  pursue  these  opportunities 
will  depend  in  large  part  on  the  regulatory  environment.  This 
should  be  considered  when  assessing  the  costs  and  benefits  of  bank 
regulations. 

Q.1C.  Does  the  U.S.  inadvertently  give  foreign  banks  other  com- 
petitive advantages  such  as  excluding  their  wholesale  branches 
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from  CRA  requirements  while  U.S.  wholesale  banks  are  subject  to 
such  requirements? 

A.1C.  The  IBA  states  that  Federal  branches  or  agencies  of  foreign 
banks  are  subject  to  the  same  regulatory  treatment  as  national 
banks,  with  some  exceptions  noted  in  the  IBA.  As  noted  in  A1(B), 
two  such  exceptions  are  the  grandfather  provisions  regarding  inter- 
state branching  and  Glass-Steagall.  Additionally,  the  IBA  did  not 
require  foreign  banks  to  obtain  federal  approval  prior  to  entry  into 
the  U.S.  market.  Also,  the  IBA  did  not  permit  the  federal  banking 
authorities  to  participate  in  the  termination  of  a  state-licensed  af- 
filiate of  a  foreign  bank.  The  Foreign  Bank  Supervision  Enhance- 
ment Act  enacted  in  1991  addressed  both  of  these  shortcomings  of 
the  IBA. 

Regarding  the  CRA,  all  insured  depository  institutions  (as  de- 
fined in  section  3  of  the  Federal  Deposit  Insurance  Act)  are  subject 
to  CRA  requirements.  Thus,  insured  wholesale  branches  of  foreign 
banks  and  U.S.  wholesale  banks  are  both  under  the  purview  of  the 
CRA. 

Q.1D.  Can  you  list  all  the  competitive  advantages  that  the  U.S. 
gives  foreign  banks  in  our  markets? 

A.1D.  Prior  to  the  passage  of  the  International  Banking  Act  of 
1978,  foreign  banks  in  the  United  States  were  regulated  primarily 
by  the  states  in  which  they  were  chartered.  Almost  all  foreign 
banks  received  state  rather  than  national  charters  due  to  the  re- 
quirement that  all  directors  of  national  banks  be  U.S.  citizens.  Fed- 
eral regulatory  authority  over  foreign  banks  was  mostly  limited  to 
the  Federal  Reserve's  oversight  of  foreign  bank  subsidiaries  under 
the  Bank  Holding  Company  Act.  Foreign  bank  branches  and  agen- 
cies were  thus  free  of  federal  examination  and  supervision  and 
were  largely  outside  the  scope  of  federal  regulation  as  well.  Of  par- 
ticular importance  was  foreign  bank  exemption  from  the  federal  re- 
strictions on  interstate  branching  and  Glass-Steagall  product  re- 
strictions. 

The  International  Banking  Act  established  a  framework  for  Fed- 
eral Reserve  supervision  and  regulation  of  foreign  banking.  This 
Act  put  foreign  banks  operating  in  the  U.S.  on  a  more  level  playing 
field  with  their  domestic  counterparts.  All  branches  and  agencies 
of  foreign  banks  are  now  subject  to  the  Bank  Holding  Company 
Act.  The  "grandfather"  clause  of  the  Act,  however,  assured  that 
some  competitive  inequities  remained  by  protecting  existing  activi- 
ties that  were  prohibited  by  the  Act. 

While  the  International  Banking  Act  was  largely  successful  in  es- 
tablishing a  competitive  balance  between  foreign  and  domestic 
banks,  the  Act  still  left  foreign  banks  free  of  certain  requirements 
that  are  imposed  on  domestic  banks.  Th$  Act  did  not  require  prior 
federal  review  of  foreign  bank  entry  into  U.S.  markets,  and  the  Act 
did  not  permit  a  role  for  federal  banking  authorities  in  the  termi- 
nation of  a  state-licensed  branch  or  agency  of  a  foreign  bank.  These 
concerns  were  addressed  in  the  Foreign  Bank  Supervision  En- 
hancement Act  of  1991  which  was  part  of  the  FDIC  Improvement 
Act. 

Recent  legislative  initiatives  have  resulted  in  a  more  level  play- 
ing field  between  domestic  banks  and  their  foreign  competitors. 
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However,  certain  structural  policies  remain  in  place  that  continue 
to  hamper  U.S.  banks  in  their  efforts  to  compete  not  only  with  for- 
eign branches  and  agencies  in  U.S.  markets,  but  also  in  the  in- 
creasingly integrated  global  marketplace  for  financial  services.  The 
Federal  Reserve  has  taken  the  position  that  our  existing  banking 
laws  inhibit  the  ability  of  U.S.  banks  to  take  advantage  of  recent 
technological  changes  that  allow  financial  institutions  to  offer  mul- 
tiple products  and  services.  The  Glass-Steagall  Act  is  a  prime  ex- 
ample of  an  existing  banking  law  in  the  U.S.  that  is  particularly 
burdensome  on  U.S.  banks.  And,  while  there  has  been  some  liberal- 
ization toward  removal  of  both  geographic  and  product  restrictions 
in  recent  years,  the  ad  hoc  nature  of  this  process  has  not  been  the 
best  way  of  pursuing  structural  reforms.  Other  rules  and  regula- 
tions also  impinge  on  banks'  costs,  including  reserve  requirements, 
deposit  insurance  premiums,  capital  standards,  anti-trust  laws, 
and  various  consumer  protection  laws.  These  various  regulations 
should  not  necessarily  be  abandoned  merely  because  they  impose 
costs  on  banks,  but  we  need  to  be  aware  that  social  and  regulatory 

Eolicies  are  not  without  costs,  however  desirable  their  perceived 
enefits  may  be. 

Q.2.  Last  month,  we  held  a  hearing  on  lending  discrimination  at 
which  the  Federal  Reserve  Bank  of  Boston  testified  regarding  its 
recent  study  on  mortgage  lending  in  Boston.  The  study  revealed 
that,  after  all  legitimate  credit-related  concerns  are  taken  into  ac- 
count, blacks  are  still  60  percent  more  likely  than  comparable 
whites  to  be  rejected  for  home  mortgage  loans. 

Q.2A.  What  actions  have  you  taken  in  response  to  the  findings  of 
this  study? 

A.2A.  The  Federal  Reserve  Bank  of  Dallas  had  been  taking  steps 
to  address  the  lending  discrimination  issue  prior  to  the  release  of 
the  study  conducted  by  the  Federal  Reserve  Bank  of  Boston  in  Oc- 
tober 1992.  During  1991  and  1992  the  Dallas  Fed  hosted  several 
forums  that  raised  the  issue  of  fair  lending  and  offered  solutions 
and  strategies  to  address  concerns  relative  to  this  issue.  The  ac- 
tions taken  by  the  Dallas  Fed  include: 

•  Co-sponsoring  in  May  1992,  a  Financing  Community  Develop- 
ment conference  in  cooperation  with  the  Texas  Development  In- 
stitute, a  state- wide  nonprofit  organization.  The  conference  fo- 
cused on  formulating  successful  economic  and  community  devel- 
opment partnerships  among  banks,  nonprofit  organizations  and 
local  governments  for  the  Benefit  of  low-  and  moderate-income 
communities  in  particular,  and  the  overall  community  in  general. 
We  provided  the  vast  majority  of  the  planning  and  the  structur- 
ing for  the  conference,  as  well  as  the  development  and  printing 
of  all  the  written  materials  that  were  used.  Approximately  150 
individuals  were  in  attendance,  representing  a  balanced  mix  of 
bankers,  state  and  city  officials  and  community  development  cor- 
porations from  throughout  the  state. 

•  Sponsoring  a  District-wide  Community  Reinvestment  Conference 
in  August  1992,  that  was  attended  by  over  250  bankers  and  com- 
munity and  government  representatives.  Three  of  the  sessions  di- 
rectly addressed  the  issues  of  HMDA  and  lending  discrimination, 
and  provided  an  interactive  forum  for  questions  and  answers. 
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•  District-wide  distribution  of  the  FFIEC's  Home  Mortgage  Lend- 
ing and  Equal  Treatment  guide  for  financial  institutions.  This 
publication  offers  initiatives  financial  institutions  can  implement 
to  help  ensure  that  all  mortgage  loan  applicants  are  treated 
equally  and  fairly. 

•  Public  presentations  about  the  Community  Reinvestment  Act, 
HMDA  and  fair  lending  to  many  groups  including  the  Dallas 
Urban  League,  the  San  Antonio  Area  Bankers  Compliance  Asso- 
ciation, the  CRA  Advisory  Committee  of  the  Houston  Bankers 
Association,  the  National  Black  Chamber  of  Commerce  and  the 
National  Association  of  Real  Estate  Brokers  (a  predominately  Af- 
rican American  real  estate  brokers  organization). 

•  Hiring  a  community  affairs  staff  person  in  August  1992,  to  begin 
a  cycle  of  individual  visits  with  state-member  banks  to  help  them 
enhance  their  community  reinvestment  efforts  through  a  better 
understanding  of  the  CRA,  fair  lending  laws  and  HMDA  report- 
ing. 

And  since  the  publication  of  the  Boston  study,  the  Dallas  Fed 
through  its  Community  Affairs  Office  has  continued  its  efforts  to 
educate  and  inform  the  banking  industry  about  fair  lending  con- 
cerns and  to  offer  strategies  that  bankers  can  implement  to  detect 
and  address  disparate  lending  patterns  within  their  institutions. 
These  efforts  include: 

•  Wide  distribution  of  the  Boston  Fed  study  to  bankers,  govern- 
ment officials,  community  representatives  and  our  Board  of  Di- 
rectors. 

•  Conducting  a  briefing  for  the  Dallas  Fed's  Board  of  Directors  and 
the  Board  of  Directors  of  the  San  Antonio  branch  about  fair  lend- 
ing concerns  and  the  efforts  to  provide  industry  education  on  the 
CRA,  HMDA  and  community  and  economic  development  strate- 
gies. 

•  Publishing  a  tri-annual  newsletter,  distributed  District-wide, 
that  highlights  successful  public/private  partnerships  and  other 
resources  to  help  banks  lend  effectively  to  all  parts  of  their  com- 
munities, including  low-  and  moderate-income  neighborhoods. 

•  Publishing  in  the  Community  Affair's  newsletter,  a  speech  deliv- 
ered by  Governor  John  LaWare  in  Kansas  City  on  October  8, 
1992.  The  speech  detailed  specific  steps  bankers  can  take  to 
guard  against  incidents  of  lending  discrimination  within  their  in- 
stitution. 

•  Establishing  an  ongoing  effort  to  visit  state-member  banks  and 
meeting  with  senior  management  to  discuss  their  CRA  efforts. 
These  discussions  have  included  Fair  Lending,  HMDA  reporting 
and  the  Boston  Fed's  HMDA  Study.  Seventeen  member  banks 
have  been  visited  to  date.  We  expect  to  complete  a  full  cycle  of 
visits  over  a  two-year  period. 

•  Conducting  eight  workshops  on  geocoding  and  geographic  analy- 
sis of  loan  applications,  originations  and  denials  to  help  bankers 
better  understand  the  relevance  of  their  bank's  lending  patterns. 
Over  500  bankers  attended  the  workshops. 

•  And,  beginning  April  27,  1993,  the  Dallas  Fed  will  conduct  four 
workshops  on  community  development  lending.  Workshops  will 
be  held  in  El  Paso,  San  Antonio,  Houston  and  Dallas  and  will  in- 
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struct  lenders  on  how  to  underwrite  affordable  housing  loans 

using  credit  enhancements. 

Other  goals  targeted  for  this  year  include  a  CRA  informational 
workshop  for  Dallas  community  organizations  co-sponsored  with 
the  regional  offices  of  the  OCC,  FDIC  and  OTS;  a  District-wide 
community  reinvestment  conference;  and  training  sessions  on  the 
CRA,  fair  lending  laws  and  HMDA  for  bank  boards  of  directors. 

In  addition,  the  Boston  Fed  is  publishing  Closing  the  Gap:  A 
Guide  To  Equal  Opportunity  Lending.  This  guide  highlights  steps 
lenders  can  take  to  ensure  they  are  treating  all  prospective  borrow- 
ers fairly.  The  Dallas  Fed  will  mail  a  copy  of  the  guide  to  the  Elev- 
enth District  financial  institutions  with  a  cover  letter  over  my  sig- 
nature. 

On  the  examination  side,  the  FFIEC  has  awarded  a  consulting 
contract  to  a  company  to  conduct  a  review  of  fair  lending  examina- 
tion procedures  and  the  examiner  training  process  to  determine  if 
these  activities  can  be  strengthened.  In  addition,  the  Federal  Re- 
serve System  has  enhanced  the  HMDA  data  analysis  computer  sys- 
tem. The  enhanced  reports  will  improve  the  examiner's  ability  to 
identity  questionable  lending  patterns  during  the  examination 
process. 

The  publication  of  the  Boston  study  has  helped  to  increase  the 
industry's  awareness  about  fair  lending  concerns.  Federal  Reserve 
Bank  of  Boston  President,  Richard  F.  Syron  stated  in  his  February 
24,  1993,  testimony  before  your  committee,  ".  .  .  the  most  critical 
step  is  for  mortgage  lenders  to  acknowledge  at  least  the  possibility 
that  the  results  of  their  lending  process  are  discriminatory.  .  .  . 
Lenders'  reactions  to  the  study  suggest  that  they  are  now  question- 
ing what  they  always  took  for  granted.  They  are  starting  to  recog- 
nize that  simply  having  a  policy  that  prohibits  discrimination  does 
not  prevent  discrimination."  I  believe  the  results  of  this  study  have 
encouraged  bankers  both  in  our  District  and  across  the  nation  to 
reexamine  the  criteria  used  in  making  loans  to  avoid  unfair  lending 
practices. 

Senior  bank  management  and  lenders  have  been  increasingly  re- 
ceptive to  community  and  economic  development  lending,  HMDA 
and  fair  lending  information  as  demonstrated  by  attendance  at  our 
conferences  and  workshops  and  the  level  of  interest  in  Perspectives, 
our  Community  Affairs  newsletter.  Each  issue  of  the  newsletter 
features  a  case  study  of  a  community  development  loan  in  this  Dis- 
trict and  resource  information  that  can  be  used  as  tools  for  bankers 
interested  in  improving  bank  lending  to  the  entire  community,  in- 
cluding low-  and  moderate-income  neighborhoods  and  to  minorities. 

An  answer  to  your  question  would  not  be  complete  without  men- 
tion of  the  steps  financial  institutions  in  this  District  have  already 
taken  to  ensure  against  discriminatory  lending  practices  and  to 
provide  credit  and  banking  services  to  low-  and  moderate-income 
neighborhoods.  For  example: 

•  Many  financial  institutions  are  now  offering  a  first  time  home 
buyers  mortgage  loan  product  that  features  a  reduced  down  pay- 
ment and  relaxed  underwriting  requirements. 

•  Since  publication  of  the  Boston  study  I  have  heard  many  anec- 
dotal accounts  of  banks  initiating  internal  shopping  programs, 
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second  review  processes  for  denied  loan  applications  and  multi- 
cultural awareness  training  for  lending  staff. 

•  During  the  past  18  months,  full-service  branches  have  been 
opened  in  some  very  low-income  and  minority  areas  that  pre- 
viously did  not  have  banking  services.  For  example,  NationsBank 
and  Bank  One  opened  branches  in  South  Dallas;  NationsBank 
opened  a  branch  in  Houston's  Third  Ward;  and  Texas  Commerce 
Bank  recently  broke  ground  for  a  branch  location  in  Houston's 
Fifth  Ward. 

•  In  April  1992,  Houston  area  banks  joined  with  local  credit  re- 
porting agencies  and  the  Consumer  Credit  Counseling  Service  to 
offer  Fundamentals  of  Good  Credit,  a  12-hour  credit  counseling 
course  for  loan  applicants  who  have  been  declined  because  of  bad 
credit  or  excessive  debt.  Three  credit  reporting  services — Trans 
Union,  TRW  and  CSC  Credit  Services — note  course  completion 
on  graduates'  credit  bureau  reports.  Member  banks  are  also  en- 
couraged to  take  course  completion  into  consideration  when  re- 
viewing the  applicant's  loan  request.  The  Dallas  Fed  served  as 
the  catalyst  to  begin  the  development  of  a  Fundamentals  of  Good 
Credit  course  in  Dallas  and  is  encouraging  similar  efforts  in 
other  communities. 

•  During  the  past  two  years,  the  Eleventh  District  has  seen  an  in- 
crease in  the  number  of  lending  consortia  and  bank  investments 
in  community  development  corporations.  More  banks  are  origi- 
nating affordable  housing  and  economic  development  loans.  A 
small  sampling  of  the  types  of  investments  and  loans  being  made 
in  this  District  is  attacned  for  your  information  as  Exhibit  I. 

I  might  add  that  the  Dallas  Fed  does  not  limit  its  industry  edu- 
cation efforts  regarding  community  reinvestment  and  fair  lending 
issues  to  affordable  housing,  but  also  actively  encourages  bankers 
to  provide  small  business  and  economic  development  loans  to  all 
parts  of  their  communities  including  low-  and  moderate-income 
neighborhoods. 

Q.2B.  At  another  hearing  on  access  to  capital  in  low-income  com- 
munities, Bruce  Marks,  Executive  Director  of  the  Union  Neighbor- 
hood Assistance  Corporation,  suggested  that  the  Federal  Reserve 
Banks  hold  hearings  on  mortgage  discrimination  and  reverse  red- 
lining in  their  respective  Districts.  That  looks  like  a  good  idea  to 
me.  Will  you  hold  such  hearings? 

A.2B.  As  discussed  in  the  answer  to  question  2A.,  the  Federal  Re- 
serve Bank  of  Dallas  has  had  much  success  with  sponsoring  inter- 
active meetings  and  discussions  between  lenders  and  community 
representatives  that  focus  on  actions  and  strategies  to  address  fair 
lending  issues  and  concerns.  The  Dallas  Fed  is  committed  to  con- 
tinuing its  efforts  in  sponsoring  meetings,  workshops  and  con- 
ferences for  lenders,  community  representatives  and  government 
leaders  to  discuss  ways  to  ensure  that  all  borrowers  are  treated 
fairly  and  that  all  sectors  of  the  community  have  access  to  credit 
and  banking  services. 

Federal  Reserve  Bank  of  Dallas — Exhibit  I 

1.  Dynasty  Apartments,  Houston,  Texas.  This  96-unit  apart- 
ment complex  was  vacant  and  boarded-up  until  the  RTC  sold  it  to 
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an  African-American  couple.  The  couple,  for-profit  housing  devel- 
opers who  live  in  the  neighborhood,  arranged  financing  to  purchase 
and  rehab  the  property  as  follows:  $120,000  developers'  equity; 
$840,000  loan  from  Texas  Commerce  Bank;  $90,000  rental-rehab 
loan  from  the  city  of  Houston  (second-lien  position);  and  a  15-year 
housing-assistance  payment  contract  from  the  city's  Mod-Rehab 
program  for  80  units  that  was  taken  as  part  of  the  collateral  pack- 
age. Of  the  80  units  in  the  Mod-Rehab  program,  20  will  be  for  el- 
derly housing,  20  for  handicapped  housing  and  the  balance  for  low- 
and  moderate-income  families.  The  loan  was  originated  in  April 
1992. 

2.  On-Target  Supplies  and  Logistics,  Dallas,  Texas.  On-Tar- 
get  is  a  small  business  owned  by  an  African -American  business- 
man. It  is  located  in  South  Dallas,  a  low-  and  moderate-income 
area.  The  business  is  approximately  5  years  old  and  supplies  paper 
products  and  janitorial  services  to  local  corporations,  including 
Lone  Star  Gas.  When  On-Target  needed  more  room  to  store  its  in- 
ventory of  supplies,  its  owner  found  a  building  in  the  South  Dallas 
Enterprise  Zone.  The  Southern  Dallas  Development  Corporation 
loaned  the  business  $60,000  from  its  Community  Development 
Block  Grant  (CDBG)  loan  pool,  and  Bank  One  loaned  the  business 
$60,000.  The  loan  closed  in  1992  and  created  four  jobs.  It  has  since 
received  a  $3.2  million  contract  from  Texas  Instruments. 

Note:  The  Southern  Dallas  Development  Corporation 
(SDDC)  is  a  nonprofit  economic  development  organization 
whose  mission  is  to  bring  economic  development  to  South 
Dallas,  a  predominately  low-  and  moderate-income  area. 
The  SDDC  was  4  years  old  in  1992.  The  organization  has 
37  loan  commitments  for  a  total  of  $3. 7  million,  which  has 
been  leveraged  by  over  $21.6  million  in  bank  financing 
from  12  different  banks.  As  of  March  1993,  597  jobs  have 
been  created  or  retained. 

3.  El  Conejo  Bus  Line,  Dallas,  Texas.  The  company  provides 
bus  service  between  Dallas,  Chicago,  Laredo  and  Mexico  and  fea- 
tures a  Spanish-speaking  host  on  every  bus.  The  firm's  terminal  is 
located  in  West  Dallas,  a  low-  and  moderate-income  area  in  1992, 
the  business  was  expanding  and  was  interested  in  purchasing  a 
new  bus.  It  sought  the  assistance  of  the  Minority  Business  Devel- 
opment Center,  managed  by  Grant  Thornton,  to  develop  a  business 
plan  which  was  presented  to  the  Southern  Dallas  Development 
Fund  (SDDF)  for  consideration.  SDDF  loaned  El  Conejo  $100,000, 
and  Bank  One  loaned  $20,000  (Bank  One  also  has  an  investment 
of  $800,000  in  the  SDDF).  As  a  result  of  the  loan,  25  jobs  were  re- 
tained or  created. 

Note:  The  SDDC  established  the  Southern  Dallas  Develop- 
ment Fund  (SDDF),  a  multibank  CDC  in  the  fall  of  1991. 
To  date,  21  banks  and  two  savings  and  loan  associations 
have  made  commitments  to  invest  over  $3  million  in  the 
SDDF,  and  have  funded  approximately  $1  million  of  the 
commitment.  Through  March  1993,  the  fund  had  closed 
nine  loans  to  small  businesses,  with  commitments  for  three 
more,  creating  or  retaining  186  jobs.  The  El  Conejo  Bus 
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Line  loan  was  closed  in  November  1992  and  is  representa- 
tive of  the  types  of  loans  the  SDDF  is  making. 

4.  Crane  Plumbing,  Memphis,  Texas.  Memphis,  a  Texas  Pan- 
handle town  with  a  population  of  2,500,  had  a  vacant  foundry. 
Working  together,  the  First  National  Bank  of  Amarillo,  the  Pan- 
handle Regional  Planning  Commission,  the  city  of  Memphis  and 
the  Texas  Department  of  Commerce  were  able  to  finance  the  ex- 
pansion of  Crane  Plumbing  from  Illinois  to  Memphis,  Texas.  The 
§2.05  million  project  was  financed  as  follows:  Crane  Plumbing, 
$800,000  in  equity;  city  of  Memphis'  Revolving  Loan  Fund,  second- 
lien  position  loan,  $300,000;  Texas  Capital  Fund  loan,  $200,000; 
and  First  National  Bank  of  Amarillo  loan,  $750,000.  The  foundry 
opened  in  September  1992,  creating  34  new  jobs. 

5.  LaAvenida  Maple  Limited  Partnership,  Dallas,  Texas. 
The  LaAvenida  Maple  United  Partnership  was  jointly  created  by 
the  Dallas  Hispanic  Chamber  of  Commerce  and  the  Maple  Avenue 
Development  Corporation.  The  LaAvenida  project  entails  the  con- 
struction of  an  office  building  that  will  house  the  Dallas  Hispanic 
Chamber  of  Commerce,  community  services  agencies  and  retail 
shops.  The  project,  located  in  the  heart  of  what  was  once  known 
as  "Little  Mexico,"  cost  $1,050,000  and  was  financed  as  follows: 
$300,000  loan  from  Comerica  Bank,  $250,000  federal  grant  from 
Health  and  Human  Services,  and  a  $500,000  second-hen  position 
loan  from  the  SDDC.  Two  years  ago,  Comerica  began  working  with 
the  partnership  by  making  a  loan  for  the  property.  The  construc- 
tion loan  closed  in  September  1992,  and  construction  is  currently 
under  way. 

6.  Tarrant  County  Affordable  Housing  Partnership 
(TCAHP).  During  1992,  Fort  Worth  and  Tarrant  County  area 
banks  created  an  organization  to  make  single-family  mortgage 
loans  available  to  low-  and  moderate-income  families.  The  partner- 
ship became  operational  in  July  1992.  As  of  April  1993,  the  banks 
in  the  partnership  have  closed  30  loans  with  the  assistance  of  the 
TCAHP.  This  loan  is  typical  of  the  loans  made  by  the  TCAHP: 

The  borrower  is  a  single  parent  head  of  household,  with  an  in- 
come at  58  percent  area  median  income.  Twenty-four  percent  of 
the  borrow's  monthly  income  will  be  needed  for  the  monthly 
housing  payment  (including  taxes  and  insurance)  and  34  percent 
for  total  monthly  debt  coverage.  The  borrower  paid  $1,448  in 
down  payment,  closing  costs  and  prepaids.  The  TCAHP  made  a 
$3,500  second-lien  position,  no-interest  loan,  due  upon  sale  or 
transfer  of  the  home.  (TCAHP  uses  CDBG  and  HOME  funds  for 
second-lien  position  financing.)  Texas  Commerce  Bank  made  a 
$44,000,  30-year  mortgage  loan  at  8.65  percent  interest.  The  bor- 
rower's monthly  payment  is  $468,  including  taxes  and  insurance. 

7.  Common  Ground  Nonprofit  Organization,  Dallas,  Texas. 
Common  Ground  is  a  nonprofit  organization  that  assists  low-  and 
very  low-income  families.  For  the  past  10  years,  Comerica  Bank 
(and  its  predecessor,  Grand  Bank)  has  had  a  close  working  rela- 
tionship with  Common  Ground.  During  the  past  two  years, 
Comerica  has  made  loans  totalling  over  $1,146,830  to  Common 
Ground  for  the  following  projects:  to  finance  65  single-family  units 
that  are  leased  to  low-income  families,  to  finance  the  building  and 


367 

offices  of  the  Common  Ground  Credit  Union  and  to  finance  the  pur- 
chase and  rehab  of  a  homeless-hotel  located  in  East  Dallas. 

8.  Women's  Enterprise  Microloan  Program,  San  Antonio, 
Texas.  Women's  Enterprise,  Inc.  a  nonprofit  organization,  was  or- 
ganized to  provide  capital  and  access  to  other  credit  to  low-income 
women  entrepreneurs  in  San  Antonio,  Texas.  The  program  is  mod- 
eled after  other  initiatives  of  the  Women's  World  Banking,  a  tech- 
nical assistance  support  group  that  was  a  product  of  the  1975  Unit- 
ed Nations  Decade  for  Women  Conference.  In  1992,  Frost  Bank 
committed  $25,000  to  the  program.  The  maximum  loan  amount 
under  the  program  is  $2,500;  there  is  no  minimum  amount.  The 
bank  will  finance  up  to  100  percent  of  the  assets  purchased,  and 
the  borrower  will  repay  the  loan  monthly  over  a  maximum  of  three 
years.  The  bank  uses  flexible  underwriting  standards,  but  it  cannot 
lend  to  someone  who  is  currently  over-obligated  on  debt.  With  the 
assistance  of  Women's  Enterprise,  the  applicant  provides  the  bank 
with  letters  of  recommendation,  a  business  plan  and  justification 
for  the  loan.  The  first  loan  was  made  for  the  purchase  of  a  heavy- 
duty  sewing  machine  by  a  woman  who  makes  leather  purses.  The 
loan  was  for  $2,300,  with  an  18  month  amortization.  Another 
$2,500  loan  enabled  a  woman  to  purchase  supplies  to  make  embroi- 
dered and  painted  blouses  and  t-shirts,  whicn  she  sells  on  consign- 
ment and  at  craft  shows. 

9.  Woodpark  Apartments,  Houston,  Texas.  A  20-unit  apart- 
ment complex  was  purchased  at  auction  from  an  S&L  for  $40,000 
by  a  for-profit  developer.  The  property  is  in  a  neighborhood  that  is 
going  through  transition  and  required  substantial  rehabilitation. 
To  finance  the  rehab,  First  Interstate  Bank  made  a  five-year  mini- 
perm  loan  with  a  15-year  amortization  for  $255,000  and  the  city  of 
Houston's  Rental  Rehab  Program  made  a  second-lien  position  loan 
for  $150,000.  The  First  Interstate  loan  closed  in  1991,  and  the 
city's  loan  closed  in  1992.  The  rehab  is  complete,  and  approxi- 
mately 60  percent  of  the  units  are  occupied.  All  the  units  are  being 
made  available  to  Section  8  certificate  holders. 

10.  General  Partnership  Between  NationsBank  Commu- 
nity Development  Corporation  (NBCDC)  and  National  Cor- 
poration of  Housing  Partnerships  (NCHP).  During  the  first 
quarter  of  1992,  NBCDC  and  NCHP,  a  for-profit  affordable  housing 
development  and  management  company,  formed  a  partnership  to 
acquire  2727  units  of  multi-family  housing  through  the  RTC's  Af- 
fordable Housing  Program.  The  acquisition  involved  14  different 
developments  in  seven  cities:  eight  in  Houston  and  one  each  in  Abi- 
lene, Fort  Worth,  Temple,  Stephenville,  College  Station  and  San 
Antonio.  NationsBank  Community  Development  Corporation  in- 
vested $24.5  million  to  acquire  and  rehabilitate  the  developments. 
Currently  more  than  50  percent  of  the  units  are  being  leased  to 
low-  and  moderate-income  families. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 
FROM  THOMAS  M.  HOENIG 

FEDERAL  RESERVE  BANK  OF  KANSAS  CITY 

Q.l.  In  an  article  that  appeared  in  the  Spring  1992  Federal  Re- 
serve Bank  of  New  York  Quarterly  Review  on  Foreign  Bank  Credit 
to  U.S.  Corporations,  it  was  reported  that  the  foreign  bank  share 
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of  the  U.S.  commercial  banking  market  is  higher  than  the  fre- 
quently cited  30  percent  figure,  which  is  based  on  loans  booked  in 
the  United  States.  Instead,  the  authors  contended:  "Foreign  banks 
have  won  a  market  share  for  themselves  closer  to  45  percent,  put- 
ting commercial  lending  ahead  of  chemical  and  automaking  in  the 
foreign  command  of  the  U.S.  market." 

Q.1A.  What  in  your  view  accounts  for  the  large  share  that  foreign 
banks  now  have  of  the  U.S.  commercial  lending  market? 
A.1A.  Foreign  banking  organizations  do  not  have  majority  control 
of  any  banks  in  the  Tenth  Federal  Reserve  District.  The  inter- 
national trade  activity  within  the  District,  though,  has  undoubtedly 
resulted  in  some  foreign  bank  lending  to  local  borrowers.  This 
would  be  consistent  with  foreign  banks'  rising  share  of  the  U.S. 
commercial  lending  market  over  much  of  the  last  decade.  Although 
the  estimates  of  this  share  vary  according  to  particular  sources  of 
data,  basic  assumptions,  and  types  of  lenders  and  borrowers  in- 
cluded, foreign  banks  have  indeed  gained  a  significant  portion  of 
this  market. 

It  should  be  noted,  however,  that  U.S.  and  foreign  banks  are  not 
the  only  participants  in  the  commercial  lending  market,  and  the 
foreign  bank  share  of  overall  market  activity  is  somewhat  lower 
than  suggested  by  the  30  or  45  percent  figures.  In  fact,  commercial 
finance  companies,  commercial  paper  market  participants,  and  a 
variety  of  other  intermediaries  and  investors  have  come  to  play  ex- 
tremely important  roles  in  business  financing  in  the  United  States. 
In  addition,  the  penetration  of  foreign  banks  into  other  banking 
submarkets,  such  as  retail  banking  operations,  has  been  notably 
smaller. 

Some  of  the  more  general  factors  in  the  commercial  lending  ex- 
pansion have  been  the  rising  import  and  export  business  in  the 
United  States,  the  increased  foreign  investment  here,  and  the  key 
roles  played  by  the  dollar  and  by  major  U.S.  markets  in  inter- 
national finance.  Other  basic  factors  have  included  the  nation's  po- 
litical and  economic  stability,  the  openness  of  its  financial  markets, 
the  exchange  rate  movements  in  the  1980's,  and  the  relative  impor- 
tance of  price  competition  in  U.S.  commercial  lending  compared  to 
that  of  long-term  customer  relationships  in  a  number  of  other  coun- 
tries. At  the  individual  bank  level,  expansion  into  the  U.S.  during 
the  1980's  was  further  influenced  by  the  cost-of-capital  advantages 
and  the  higher  credit  ratings  achieved  by  many  foreign  banks. 
Such  advantages  enabled  these  institutions  to  lend  at  lower  mar- 
gins and  to  readily  obtain  capital  for  expansion.  A  1991  study  in 
the  Federal  Reserve  Bank  of  New  York  Quarterly  Review,  for  in- 
stance, found  that  foreign  banks  with  the  largest  capital  cost  ad- 
vantages experienced  the  greatest  increase  in  their  share  of  the 
U.S.  commercial  lending  market. 

More  recently,  foreign  bank  penetration  of  U.S.  markets  appears 
to  be  slowing  and,  in  some  cases,  reversing  itself.  Japanese  banks, 
which  were  responsible  for  much  of  the  growth  in  commercial  lend- 
ing, have  experienced  capital  problems  in  the  wake  of  the  stock 
market  decline  and  real  estate  problems  in  Japan.  These  banks 
hold  equity  positions  in  major  Japanese  firms,  and  the  declining 
stock  market  is  curtailing  bank  expansion  in  much  the  same  fash- 
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ion  as  the  booming  market  of  the  1980's  spurred  Japanese  entry 
into  the  U.S.  In  addition,  the  removal  of  deposit  interest  ceilings 
in  Japan  may  increase  the  funding  available  to  Japanese  banks 
and  give  them  a  strong  incentive  to  conduct  more  of  their  business 
in  the  home  market.  A  final  factor  that  may  slow  future  expansion 
by  foreign  banks  is  that  they  have  already  tapped  into  much  of 
their  own  country's  trade-related  banking  business  in  the  U.S.,  and 
these  activities  are  not  likely  to  grow  at  the  same  pace  as  in  the 
1980's.  Overall,  foreign  banks  can  be  expected  to  continue  to  be  a 
strong  factor  in  U.S.  markets,  but  future  expansion  is  likely  to  be 
at  a  slower  pace. 

Q.1B.  Do  the  so-called  grandfather  provisions  of  the  International 
Banking  Act  of  1978  dealing  with  Glass-Steagall  and  interstate 
banking  give  foreign  banks  competitive  advantages  in  competing 
for  market  share  in  this  country? 

A*  IB.  The  International  Banking  Act  of  1978  attempts  to  promote 
competitive  equality  between  foreign  and  domestic  banking  organi- 
zations in  their  U.S.  operations.  As  such,  this  legislation  embodies 
national  treatment  as  its  guiding  principle  and  attempts  to  treat 
foreign  and  domestic  banks  in  a  comparable  manner. 

Equal  treatment  is  clearly  a  difficult  concept  to  implement  with 
the  significant  differences  that  exist  in  banking  powers,  customs, 
and  forms  of  entry  across  countries.  The  International  Banking 
Act,  though,  appears  to  have  been  successful  in  putting  foreign  and 
domestic  banks  under  much  the  same  framework  within  U.S.  bank- 
ing markets.  While  the  grandfather  provisions  allowed  foreign  or- 
ganizations to  maintain  existing  interstate  banking  and  securities 
operations,  these  organizations  are  unlikely  to  have  gained  any 
real  competitive  advantages  in  the  U.S.  Such  operations  had  al- 
ready been  restricted  for  foreign  organizations  meeting  the  stand- 
ards of  the  Bank  Holding  Company  Act.  Also,  nearly  all  of  the 
grandfathered  interstate  holdings  of  foreign  banks  were  focused  on 
wholesale  banking  activities,  and  major  U.S.  banking  organizations 
were  already  conducting  similar  types  of  interstate  activities 
through  Edge  Corporations,  loan  production  offices,  finance  com- 
pany subsidiaries  of  the  holding  company,  and  several  other  means. 
Moreover,  state  laws  authorizing  interstate  entry  now  give  U.S.  or- 
ganizations equal  and,  in  some  cases,  greater  expansion  opportuni- 
ties. 

The  U.S.  securities  activities  of  foreign  banking  organizations 
were  very  limited  at  the  time  of  the  International  Banking  Act,  in- 
volving only  a  handful  of  relatively  small  firms.  Testimony  during 
the  hearings  on  the  act  indicated  that  these  activities  were  typi- 
cally conducted  in  an  independent  manner  from  banking  oper- 
ations, involved  no  abusive  practices,  and  were  not  considered  by 
U.S.  money  center  banks  as  giving  foreign  institutions  a  competi- 
tive advantage.  Consequently,  the  grandfathered  interstate  and  se- 
curities activities  of  foreign  banks  probably  constituted  less  benefit 
for  them  than  some  of  the  grandfathering  provisions  of  the  Bank 
Holding  Company  Act  were  for  U.S.  banks. 

Q.1C.  Does  the  U.S.  inadvertently  give  foreign  banks  other  com- 
petitive advantages   such   as   excluding  their  wholesale  branches 
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from  CRA  requirements  while  U.S.  wholesale  banks  are  subject  to 
such  requirements? 

A.1C.  In  general,  U.S.  laws  and  regulations  do  not  appear  to  inad- 
vertently give  foreign  banks  any  significant  competitive  advan- 
tages, such  as  exemption  from  CPA  requirements.  To  the  extent  a 
foreign  bank,  branch  chooses  to  engage  in  domestic  retail  deposit 
activities,  it  would  need  to  obtain  FDIC  insurance,  thus  qualifying 
as  a  federally  insured  institution  subject  to  CRA.  While  non-FDIC 
insured  foreign  branches  and  agencies  need  not  comply  with  CRA, 
they  typically  have  conducted  a  limited  range  of  operations  tied  to 
international  trade  and  services  for  foreign  residents.  As  a  result, 
they  have  not  been  established  to  serve  the  local  community,  and 
their  operations  could  more  readily  be  compared  to  Edge  Corpora- 
tions than  to  U.S.  wholesale  banks. 

Any  other  possible  competitive  advantages  for  U.S.  branches  and 
agencies  of  foreign  banks  would  not  appear  to  be  of  great  impor- 
tance. Foreign  bank  expansion  through  U.S.  branches  and  agencies 
during  the  1980's  did  not  match  the  pace  achieved  by  foreign 
owned  U.S.  subsidiary  banks  and  international  banking  facilities, 
which  were  operating  under  the  same  regulatory  framework  ap- 
plied to  domestically  owned  banks.  This  slower  pace  of  branch  and 
agency  expansion  would  therefore  suggest  that  foreign  banks  did 
not  find  any  compelling  advantages  in  the  branch  and  agency  for- 
mat. In  addition,  foreign  branches  and  agencies  may  face  several 
disadvantages  under  certain  state  laws  and,  compared  to  U.S. 
banks,  have  the  disadvantage  of  having  to  enter  another  country, 
adapt  to  its  customs,  and  gain  favor  with  new  customers. 

Q.1D.  Can  you  list  all  the  competitive  advantages  that  the  U.S. 
gives  foreign  banks  in  our  market? 

A.1D.  Since  the  adoption  of  the  International  Banking  Act,  the 
United  States  does  not  appear  to  be  giving  foreign  banks  any  major 
competitive  advantages.  Foreign  banks  may  have  received  some 
benefit  in  past  years  from  their  home  countries  in  the  form  of  more 
advantageous  capital  standards.  Different  accounting  standards, 
importance  of  hidden  reserves,  and  other  factors,  though,  may  have 
made  any  benefits  from  these  capital  standards  seem  larger  than 
they  were.  Also,  any  such  capital  advantages  have  largely  been 
eliminated  in  the  risk-based  capital  standards  established  by  the 
BASLE  International  Capital  Accord.  As  a  result,  the  vast  majority 
of  foreign  bank  expansion  in  recent  years  seems  to  be  a  function 
of  the  strength  of  many  foreign  banks  in  their  home  markets,  the 
problems  encountered  by  some  U.S.  money  center  banks,  the 
attractiveness  and  openness  of  U.S.  banking  markets,  and  the 
growth  of  foreign  trade  and  investment.  Commercial  lending,  be- 
cause of  the  relative  ease  of  entry  and  exit,  probably  has  been  af- 
fected more  rapidly  and  to  a  greater  extent  by  foreign  expansion 
than  other  types  of  banking  services  and  other  commercial  enter- 
prises. 

Q.2.  Last  month,  we  held  a  hearing  on  lending  discrimination  at 
which  the  Federal  Reserve  Bank  of  Boston  testified  regarding  its 
recent  study  on  mortgage  lending  in  Boston.  The  study  revealed 
that,  after  all  legitimate  credit-related  concerns  are  taken  into  ac- 
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count,  blacks  are  still  60  percent  more  likely  than  comparable 
whites  to  be  rejected  for  home  mortgage  loans. 

Q.2A.  That  actions  have  you  taken  in  response  to  the  findings  of 
this  study? 

A.2A.  Discrimination  in  lending  has  long  been  a  prominent  concern 
of  this  Reserve  Bank.  The  Boston  study,  in  addition  to  earlier  stud- 
ies of  other  areas,  points  out  a  problem  that  we  believe  deserves 
serious  attention  from  bankers  and  regulators  alike. 

The  Federal  Reserve  System  and  the  Federal  Reserve  Bank  of 
Kansas  City  address  lending  discrimination  through  two  distinct 
efforts.  Our  Bank's  Community  Affairs  Department  works  to  sup- 
port compliance  with  the  Community  Reinvestment  Act  (CRA)  by 
providing  a  variety  of  educational  and  informational  services,  as 
well  as  mediation  services  for  lenders  and  community  groups  when 
requested.  The  Consumer  Affairs  Department,  as  part  of  our  state 
member  bank  examination  efforts,  has  responsibility  for  actively 
enforcing  anti-discrimination  and  fair  lending  laws  and  for  helping 
bankers  as  they  attempt  to  comply  with  these  laws  and  meet  cus- 
tomer credit  needs. 

The  Community  Affairs  Department  has  initiated  a  number  of 
programs  to  examine  lending  discrimination  issues  and  compliance 
with  federal  laws.  These  programs  include  sponsoring  conferences 
in  both  1990  and  1992  on  "Credit  and  the  Economically  Disadvan- 
taged." In  bringing  together  lenders,  academics,  community  lead- 
ers, and  policymakers,  these  two  conferences  sought  to  encourage 
creative  and  critical  thinking  on  providing  credit  to  disadvantaged 
individuals,  businesses,  and  communities.  A  major  topic  at  both 
conferences  was  discrimination  in  lending.  Each  conference  in- 
cluded paired  tester  studies  of  lenders,  and  the  1992  conference 
featured  a  presentation  of  the  Boston  mortgage  lending  study  less 
than  a  week  after  its  release. 

Other  Community  Affairs  programs  have  included  a  1989  meet- 
ing with  the  senior  management  of  the  District's  largest  bank  hold- 
ing companies  to  discuss  analyzing  Home  Mortgage  Disclosure  Act 
data.  Since  then,  the  Federal  Reserve  Bank  of  Kansas  City  has 
sponsored  or  presented  91  different  programs  on  CRA  compliance. 
In  addition,  the  Consumers  Affairs  staff  has  given  numerous 
speeches  and  conversed  with  individual  lenders  on  the  topics  of 
lending  discrimination  and  availability  of  credit.  At  the  present 
time,  we  are  working  with  lenders  in  Kansas  City  to  form  a  lending 
consortium  to  finance  low-income  housing  in  largely  minority  areas 
of  the  city. 

In  another  series  of  programs,  the  Community  Affairs  staff  has 
conducted  workshops  on  development  finance  to  help  familiarize 
lenders  with  the  different  forms  of  federal,  state,  and  local  assist- 
ance available  for  low-income  lending.  These  workshops  have  in- 
cluded joint  participation  with  the  Small  Business  Administration, 
state  departments  of  housing  and  economic  development,  state 
banking  associations,  and  other  groups.  Since  1989,  we  have  pre- 
sented 42  development  finance  workshops,  and  at  least  20  more 
will  be  conducted  this  year. 

In  the  Consumer  Affairs  Department,  our  consumer  compliance 
examiners  monitor  bank  compliance  with  consumer  laws.  These  ex- 
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aminers  receive  extensive  training  through  Federal  Reserve  edu- 
cational programs  on  each  of  the  consumer  laws,  regularly  sched- 
uled examiner  conferences,  and  internal  training  programs.  The 
aim  of  such  training  is  to  give  examiners  the  analytical  skills  and 
legal  background  to  help  assure  that  individual  borrowers  have 
equal  access  to  credit  regardless  of  race  or  other  factors  that  would 
constitute  unlawful  discrimination. 

Examiners  also  address  complaints  of  alleged  discrimination  filed 
by  consumers  against  state  member  banks.  Under  our  Bank's  pro- 
cedures, examiners  immediately  contact  the  complainant  to  learn  of 
the  specific  details  and  then  they  undertake  an  investigation, 
which  includes  an  on-site  review  of  the  bank's  credit  files.  A  report 
of  the  findings  is  sent  to  the  Board  of  Governors. 

In  addition,  the  Consumer  Affairs  Department  has  made  a  con- 
certed effort  to  educate  bankers  on  compliance  with  consumer  pro- 
tection laws.  The  Department  has  published  a  self-study  guide  for 
bankers  on  the  Equal  Credit  Opportunity  Act.  Another  publication 
is  a  checklist  which  enables  banks  to  complete  a  self-assessment  of 
their  compliance  with  the  Equal  Credit  Opportunity  Act,  the  Fair 
Housing  Act,  CPA  and  HMDA.  Finally,  the  department  staff  sched- 
ules annual  seminars  to  update  bankers  on  regulatory  changes  and 
to  provide  information  on  how  bank  lending  standards  and  prac- 
tices can  be  designed  so  as  to  not  adversely  affect  an  applicant's 
ability  to  obtain  credit. 

All  of  these  programs  and  efforts  reflect  our  desire  to  ensure  that 
credit  decisions  are  made  in  an  impartial  manner  and  that  credit 
is  readily  available  in  low-  and  moderate-income  areas.  In  addition 
to  ongoing  examination  responsibilities,  the  Federal  Reserve  Bank 
of  Kansas  City  places  great  emphasis  on  informational  and  edu- 
cational programs  to  assist  bankers,  consumers,  businesses,  and 
community  groups  in  achieving  these  objectives. 

Q.2B.  At  another  hearing  on  access  to  capital  in  low-income  com- 
munities, Bruce  Marks,  Executive  Director  of  the  Union  Neighbor- 
hood Assistance  Corporation,  suggested  that  the  Federal  Reserve 
Banks  hold  hearings  on  mortgage  discrimination  and  reverse  red- 
lining in  their  respective  districts.  This  looks  like  a  good  idea  to 
me.  Will  you  hold  such  a  hearing? 

A.2B.  The  issue  of  access  to  capital  in  low-income  communities  is 
part  of  the  broader  issue  of  credit  discrimination.  We  are  respon- 
sible through  our  examination  process  to  enforce  the  laws  and  reg- 
ulations enacted  to  detect  and  eliminate  discrimination  in  the 
banks  we  supervise.  We  also  have  a  responsibility  through  our  pub- 
lic outreach  efforts  to  remain  informed  of  the  ways  credit  discrimi- 
nation can  manifest  itself  and  to  take  steps  to  prevent  such  dis- 
crimination by  educating  bankers  on  ways  to  extend  credit  without 
regard  to  any  prohibited  basis  and  to  educate  consumers  on  their 
rights  under  the  law  and  regulations  so  that  they  can  better  pro- 
tect those  rights. 

With  these  programs  in  place,  we  have  no  immediate  plans  to 
hold  public  hearings  on  mortgage  discrimination.  Public  hearings 
are  one  of  several  alternatives  to  keep  abreast  of  credit  discrimina- 
tion issues.  As  noted  above  and  in  the  response  to  the  previous 
question,  we  have  pursued  a  broad  array  of  efforts  to  remain  in- 
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formed  and  communicate  with  the  public  and  banks  about  discrimi- 
nation issues.  Unlike  public  hearings,  which  are  largely  a  one-time 
effort,  these  are  ongoing  programs  which  are  intended  to  continue 
the  dialog  with  the  public  and  banks  of  this  district.  We  feel  that 
such  programs,  and  others  which  we  will  pursue,  serve  our  need 
to  identify  possible  discriminatory  practices  and  to  communicate 
with  all  segments  of  the  public. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 

FROM  GARY  H.  STERN 

MINNEAPOLIS  FEDERAL  RESERVE  BANK 

Q.l.  In  an  article  that  appeared  in  the  Spring  1992  Federal  Re- 
serve Bank  of  New  York  Quarterly  Review  on  Foreign  Bank  Credit 
to  U.S.  Corporations,  it  was  reported  that  the  foreign  bank  share 
of  the  U.S.  commercial  banking  market  is  higher  than  the  fre- 
quently cited  30  percent  figure,  which  is  based  on  loans  booked  in 
the  United  States.  Instead,  the  authors  contended:  "Foreign  banks 
have  won  a  market  share  for  themselves  closer  to  45  percent,  put- 
ting commercial  lending  ahead  of  chemical  and  automaking  in  the 
foreign  command  of  the  U.S.  market." 

Q.1A.  What  in  your  view  accounts  for  the  large  share  that  foreign 
banks  now  have  of  the  U.S.  commercial  lending  market? 

A.1A.  Foreign  banks  were  responding  to  incentives  arising  from 
changing  economic  conditions  both  here  and  abroad.  Some  of  the 
more  important  changes  include: 

(1)  Many  technological  advances  paved  the  way  to  a  more  inte- 
grated world  capital  market  and,  consequently,  to  more  cross-bor- 
der lending.  This  allowed  foreign  banks  to  increase  their  presence 
here,  while  our  banks  increased  their  presence  abroad.  (See  Alan 
Greenspan  Statement  in  Federal  Reserve  Bulletin  76  (7),  July 
1990.) 

(2)  Japanese  banks  required  external  sources  of  deposits  and 
turned  to  the  U.S.  Japanese  agencies  and  branches  account  for 
roughly  half  of  the  assets  of  all  foreign  agencies  and  branches  in 
the  U.S.  Due  to  ceilings  on  Japanese  deposit  rates,  the  demand  for 
loans  in  that  country  outstripped  its  supply  of  deposits.  Japanese 
banks,  thus,  sought  additional  funds  in  the  U.S. 

As  of  year-end  1989,  one  third  of  total  assets  of  U.S.  branches 
and  agencies  of  Japanese  banks  were  direct  claims  on  residents  of 
Japan.  Even  more  significantly,  when  the  country  or  origin  of  the 
ultimate  obligor  is  considered,  two-thirds  of  the  total  assets  of  the 
U.S.  branches  and  agencies  of  Japanese  banks  were  Japan  related. 

(3)  The  U.S.  became  a  debtor  nation  requiring  other  nations  in 
aggregate  to  be  net  purchasers  of  our  debt.  It  is  not  surprising  that 
foreigners  would  want  to  purchase  some  private  U.S.  debt  in  addi- 
tion to  public  U.S.  debt.  Foreign  bank  loans  to  U.S.  companies 
served  as  a  vehicle  for  foreigners  to  make  private  loans  (equiva- 
lently,  to  purchase  private  debt). 

It  is  interesting  to  note  that  the  45  percent  market  share  number 
in  the  New  York  Fed  study  refers  to  who  holds  the  commercial 
loans  and  not  to  who  originates  them.  In  fact  much  of  foreign 
banks'  holdings  of  commercial  loans  were  originated  by  U.S.  banks 
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which,  after  receiving  origination  fees,  sold  those  loans  in  the  sec- 
ondary market. 

(4)  Over  much  of  the  recent  past,  U.S.  commercial  banks  were 
relatively  more  capital  constrained  than  foreign  banks.  A  general 
fall  in  asset  values  in  the  U.S.  led  to  an  erosion  of  U.S.  bank  cap- 
ital. Foreign  banks,  which  had  not  yet  suffered  the  same  fate,  then 
were  able  to  handle  a  larger  portion  of  a  rising  U.S.  loan  demand. 

Q.1B.  Do  the  so-called  grandfather  provisions  of  the  International 
Banking  Act  of  1978  dealing  with  Glass-Steagall  and  interstate 
banking  give  foreign  banks  competitive  advantages  in  competing 
for  market  share  in  this  country? 

A*  IB.  It  does  not  appear  that  the  grandfather  provisions  of  the 
International  Banking  Act  of  1978  have  given  foreign  banks  a  sig- 
nificant competitive  advantage  in  competing  for  market  share  in 
the  U.S.  Our  understanding  of  the  provisions  and  experience  is 
briefly  summarized. 

The  International  Banking  Act  of  1978  brought  the  U.S.  activi- 
ties of  foreign  banks  into  conformance  with  U.S.  banking  laws.  The 
Act  permitted  foreign  banks  to  retain  affiliates  that  had  Deen  in  ex- 
istence before  July  26,  1978,  but  prohibited  them  from  expanding 
beyond  the  activities  that  they  were  engaged  in  on  that  date  and 
also  prohibited  expansion  through  acquisitions.  An  exception  to 
these  prohibitions  was  granted  to  Financiere  Credit  Suisse  which 
held  a  40  percent  stake  in  First  Boston,  but  Credit  Suisse  was  pro- 
hibited from  expanding  its  ownership  beyond  45  percent.  The  Act 
authorized  the  Federal  Reserve  to  terminate  the  grandfathered  sta- 
tus of  any  company  after  December  1,  1985,  if  it  concluded  that 
such  action  was  necessary  to  prevent  undue  concentration  of  re- 
sources, decreased  or  unfair  competition,  conflicts  of  interest,  or  un- 
sound banking  practices  in  the  U.S. 

Sixteen  foreign  banks  have  grandfather  rights  under  the  Inter- 
national Banking  Act.  With  the  exception  of  UBS  Securities  and 
Credit  Suisse-First  Boston,  grandfathered  securities  affiliates  have 
played  only  a  minor  role  in  the  U.S. 

Q.1C.  Does  the  U.S.  inadvertently  give  foreign  banks  other  com- 
petitive advantages  such  as  excluding  their  wholesale  branches 
from  CRA  requirements  while  the  U.S.  wholesale  branches  are  sub- 
ject to  such  requirements? 

A.1C.  At  present,  CRA  applies  to  all  domestic  banks,  foreign  sub- 
sidiaries, and  FDIC-insured  foreign  branches.  It  does  not  apply  to 
uninsured  foreign  branches  (those  with  exclusively  wholesale  as  op- 
posed to  retail  deposit  operations). 

The  criterion  for  application  of  CRA  to  U.S.  operations  of  foreign 
banks  is  that  the  foreign  banking  operation  is  relying  on  retail 
funding  operations  in  the  U.S.  and  as  a  result  is  availing  itself  of 
deposit  insurance.  This  seems  like  a  reasonable  distinction  to  draw 
in  the  application  of  CRA  to  the  operations  of  foreign  banks  in  the 
U.S. 

Some  argue  that  CRA  should  apply  to  wholesale  funded  oper- 
ations of  foreign  banks  due  to  the  low  loan-to-deposit  ratios  of  some 
of  these  entities.  However,  this  argument  ignores  the  fact  that  the 
linkage  between  the  deposits  in  these  wholesale  funded  entities 
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and  the  communities  in  which  they  operate  is  looser  than  it  is  for 
a  retail  funded  entity. 

Q.1D.  Can  you  list  all  the  competitive  advantages  that  the  U.S. 
gives  foreign  banks  in  our  markets? 

A.1D.  Chairman  Greenspan's  testimony  in  July  of  1990,  provides 
a  good  framework  for  analyzing  the  issue  of  the  competitiveness  of 
U.S.  banks.  Among  the  key  points  that  he  makes:  (1)  relatively  few 
U.S.  banks  compete  head  to  head  with  foreign  banks,  (2)  one  must 
be  careful  in  inferring  competitive  success  from  gross  asset  size,  (3) 
measuring  relative  competitiveness  of  U.S.  and  foreign  banks  is  dif- 
ficult at  best,  (4)  rather  than  focus  excessively  on  the  relative  com- 
petitiveness of  U.S.  banks,  policymakers  should  focus  on  the  per- 
formance of  U.S.  banks,  (5)  the  competitiveness  of  U.S.  banks  can 
be  enhanced  through  macroeconomic  policies  which  reduce  the  cost 
off  capital,  elimination  of  barriers  to  geographic  and  product  diver- 
sification, and  reduction  of  regulatory  burden. 

Q.2.  Last  month,  we  held  a  hearing  on  lending  discrimination  at 
which  the  Federal  Reserve  Bank  of  Boston  testified  regarding  its 
recent  study  on  mortgage  lending  in  Boston.  The  study  revealed 
that,  after  all  legitimate  credit-related  concerns  are  taken  into  ac- 
count, blacks  are  still  60  percent  more  likely  than  comparable 
whites  to  be  rejected  for  home  mortgage  loans. 

Q.2A.  What  actions  has  the  Federal  Reserve  Bank  of  Minneapolis 
taken  in  response  to  the  Federal  Reserve  Bank  of  Boston's  study 
on  mortgage  discrimination? 

A.2A.  The  Federal  Reserve  Bank  of  Minneapolis  (Bank)  will  be  dis- 
tributing to  all  District  depository  institutions  an  anti-discrimina- 
tion handbook  developed  by  the  Federal  Reserve  Bank  of  Boston. 
In  the  Ninth  District,  where  there  are  26  Indian  reservations,  the 
Bank  is  developing  a  seminar  for  banks  and  tribes  on  resolving 
legal  barriers  to  reservation  lending.  The  Bank  will  also  be  publish- 
ing in  the  fourth  quarter  of  1993  a  CRA  Strategic  Handbook  which 
will  support  banks'  efforts  to  meet  low-  and  moderate-income  credit 
needs.  A  revision  of  the  Bank's  Principles  and  Practices  of  Commu- 
nity Development  Lending,  which  provides  process  models  for  using 
public  and  nonprofit  loan  enhancement  programs  to  support  com- 
munity development  lending,  will  begin  in  the  fourth  quarter  of 
1993.  Also  being  explored  is  a  special  edition  of  Principles  and 
Practices  which  would  be  geared  to  reservation  lending.  Finally,  the 
Bank  has  initiated  contacts  with  the  Mayors'  offices  in  Minneapolis 
and  St.  Paul  regarding  the  establishment  of  an  urban  development 
forum  that  would,  among  other  issues,  look  at  public/private  initia- 
tives that  would  increase  minority  access  to  credit. 

At  the  System  level,  the  Boston  study  has  prompted  a  number 
of  initiatives  to  enhance  fair  lending  examination  procedures.  A 
consultant  has  been  hired  to  review  those  procedures  as  well  as 
policies  and  examiner  training  programs.  Federal  Reserve  staff 
have  developed  a  computer  system  to  access  and  analyze  Home 
Mortgage  Disclosure  Act  (HMDA)  data.  The  HMDA  system  pro- 
vides examiners  with  a  number  of  reports  that  enable  them  to  bet- 
ter select  loan  application  files  to  review  in  connections  with  their 
discrimination  analysis. 
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Q.2B.  Will  the  Federal  Reserve  Bank  of  Minneapolis  be  holding 
hearings  on  mortgage  discrimination  and  reverse  redlining? 
A.2B.  The  Board  of  Governors  has  considered  this  issue  at  length 
and  decided  against  holding  hearings  specifically  on  the  question  of 
reverse  redlining.  A  decision  has  not  yet  been  reached  on  the  issue 
of  hearings  on  mortgage  discrimination.  It  should  be  noted,  in  any 
event,  that  there  are  ongoing  contacts  between  Reserve  Bank  Com- 
munity Affairs  Officers  and  low-income  and  minority  community 
groups,  and  the  content  of  these  contacts  is  reported  to  Reserve 
Bank  senior  management. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 

FROM  THOMAS  C.  MELZER 

FEDERAL  RESERVE  BANK  OF  ST.  LOUIS 

Q.l.  In  an  article  that  appeared  in  the  Spring  1992  Federal  Re- 
serve Bank  of  New  York  Quarterly  Review  on  Foreign  Bank  Credit 
to  U.S.  Corporations,  it  was  reported  that  the  foreign  bank  share 
of  thee  U.S.  commercial  banking  market  is  higher  than  the  fre- 
quently cited  30  percent  figure,  which  is  based  on  loans  booked  in 
the  United  States.  Instead,  the  authors  contended:  "Foreign  banks 
have  won  a  market  share  for  themselves  closer  to  45  percent,  put- 
ting commercial  lending  ahead  of  chemical  and  automaking  in  the 
foreign  command  of  the  U.S.  market." 

Q.1A.  What  in  your  view  accounts  for  the  large  share  that  foreign 
banks  now  have  of  the  U.S.  commercial  lending  market? 

Q.1B.  Do  the  so-called  grandfather  provisions  of  the  International 
Banking  Act  of  1978  dealing  with  Glass-Steagall  and  interstate 
banking  give  foreign  banks  competitive  advantages  in  competing 
for  market  share  in  this  country? 

Q.1C.  Does  the  U.S.  inadvertently  give  foreign  banks  other  com- 
petitive advantages  such  as  excluding  their  wholesale  branches 
from  CRA  requirements  while  U.S.  wholesale  banks  are  subject  to 
such  requirements? 

Q.1D.  Can  you  list  all  the  competitive  advantages  that  the  U.S. 
gives  foreign  banks  in  our  market? 

A.1.  One  of  the  strengths  of  the  structure  of  the  Federal  Reserve 
System  is  the  regional  diversity  of  the  reserve  districts,  which  fos- 
ters the  development  of  differing  expertise  and  research  efforts. 
Eighth  District  banks  tend  to  be  smaller  than  those  which  would 
be  internationally  active.  Of  the  100  largest  banks  in  the  nation, 
based  on  asset  size,  only  three  are  located  in  this  District,  and  none 
are  in  the  top  50.  Because  of  the  smaller  relative  size  of  District 
banks,  they  are  generally  not  originators  of  credit  for  larger  domes- 
tic and  foreign  owned  businesses. 

As  a  result,  I  will  leave  specific  comments  on  the  competitive  dif- 
ferences between  U.S.  operations  of  foreign  and  domestic  banking 
institutions  to  my  colleagues  from  districts  with  international  ex- 
pertise. Instead,  I  will  focus  my  comments  on  the  nature  of  banking 
competition  in  the  Eighth  District,  and  I  will  attempt  to  answer  the 
question:  are  foreign  banks  significant  competitors  for  the  banks  in 
the  Eighth  Federal  Reserve  District? 
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One  way  to  gauge  the  significance  of  foreign  bank  competition  in 
the  District  is  to  identify  the  presence  of  foreign  bank  facilities. 
There  are  no  banking  subsidiaries  or  branches  of  foreign  banks  in 
the  District,  and  only  one  foreign  bank  representative  office.  Be- 
cause of  the  lack  of  offices  physically  located  in  the  District,  any 
measurable  foreign  bank  competition  would  originate  from  banks 
located  in  cities  such  as  Chicago,  New  York,  and  Los  Angeles. 

Based  on  discussions  with  commercial  credit  officers  at  some  of 
the  larger  District  banks,  foreign  banks  are  not  viewed  as  a  signifi- 
cant source  of  competition  for  commercial  banks  in  our  region. 
There  are  two  exceptions  to  this  generalization,  however.  First,  for- 
eign banks  successfully  compete  for  a  portion  of  the  credit  needs 
(letters  of  credit,  credit  lines)  of  Fortune  500  corporations  located 
in  the  District.  Foreign  banks  are  also  maior  players  in  commercial 
loan  syndications  and  loan  participations  for  these  very  large  firms. 
Because  the  securities  of  these  firms  are  publicly  traded  and  their 
debt  is  publicly  rated,  there  is  less  need  for  credit  analysis  by  for- 
eign (or  domestic)  banks;  rather  competition  for  loans  is  based  on 
price.  Several  area  bankers  indicated  that  a  number  of  foreign 
banks  have  been  willing  to  take  lower  returns  on  these  trans- 
actions than  would  be  acceptable  to  domestic  banks.  Second,  for- 
eign banks  play  a  large  role  in  the  financing  needs  of  the  U.S.  sub- 
sidiaries of  foreign  multinational  firms;  that  is,  a  U.S.  subsidiary 
of  a  foreign  firm  is  likely  to  do  business  with  the  parent  company's 
bank. 

None  of  the  bankers  we  spoke  with  feels  threatened  by  any  of 
this  activity;  on  the  contrary,  many  feel  the  participation  of  foreign 
banks  in  syndications  and  loan  sales  helps  U.S.  banks  to  diversify 
their  loan  portfolios.  In  terms  of  middle-market  and  small  business 
lending — the  "bread  and  butter"  business  of  our  region's  banks — 
foreign  banks  are  very  minor  players.  Many  of  the  bankers  we 
spoke  with  indicated  they  do  not  believe  foreign  banks  have  been 
effective  in  penetrating  these  markets.  None  of  the  bankers  be- 
lieves foreign  banks  currently  enjoy  competitive  advantages  over 
U.S.  banks;  several  mentioned  that  the  introduction  of  inter- 
national risk-based  capital  standards  has  "leveled  the  playing  field" 
for  domestic  and  foreign  banks  operating  in  the  United  States. 

Q.2.  Last  month,  we  held  a  hearing  on  lending  discrimination  at 
which  the  Federal  Reserve  Bank  of  Boston  testified  regarding  its 
recent  study  on  mortgage  lending  in  Boston.  The  study  revealed 
that,  after  all  legitimate  credit-related  concerns  are  taken  into  ac- 
count, blacks  are  still  60  percent  more  likely  than  comparable 
whites  to  be  rejected  for  home  mortgage  loans. 

Q.2A.  What  actions  have  you  taken  in  response  to  the  findings  of 
this  study? 

A.2A.  In  general,  this  Bank's  efforts  in  regard  to  encouraging 
banks  to  meet  the  credit  needs  of  their  communities  are  directed 
at  (1)  monitoring  and  enforcement  through  examination  and  super- 
vision of  state  member  banks  and  (2)  providing  data,  community 
analysis  and  other  resources  to  assist  banks  in  fulfilling  their  du- 
ties. The  Boston  study  provides  extremely  valuable  information  for 
both  prongs  of  the  Bank's  efforts,  as  it  was  based  on  detailed  analy- 
sis of  lending  information  voluntarily  supplied  by  a  large  number 
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of  institutions,  including  many  not  supervised  by  the  Boston  Fed- 
eral Reserve  Bank. 

Supervisory  activity  based  on  statistical  analysis  of  reported 
HMDA  data  would  generally  require  both  a  significant  number  of 
reporting  institutions  and  a  significant  number  of  comparable  ap- 
plications from  a  particular  institution.  In  contrast  to  the  statis- 
tical and  other  information  that  formed  the  basis  of  the  Boston 
study,  statistical  information  required  to  be  reported  by  Eighth 
District  state  member  banks  is  extremely  limited.  Only  10  of  the 
banks  supervised  by  this  Reserve  Bank  are  required  to  report 
HMDA  data. 

Of  these  10  supervised  banks,  six  have  total  assets  that  range 
from  $25  to  $60  million,  and  thus  are  small  institutions  with  cor- 
respondingly small  mortgage  and  home  improvement  loan  port- 
folios. Further  complicating  statistical  analysis,  these  six  institu- 
tions are  located  in  rural  areas  of  Arkansas,  Illinois,  Indiana  and 
Missouri.  Of  the  remaining  four  supervised  banks,  only  two  state 
members  would  be  considered  significant  in  asset  size  ($1.0  and 
$5.6  billion)  and  in  the  number  of  HMDA  loan  applications  re- 
ported. The  other  two  institutions,  although  located  in  a  metropoli- 
tan area,  are  also  relatively  small  with  correspondingly  few  HMDA 
loan  applications. 

These  numbers  indicate  the  difficulty  faced  by  Eighth  District 
compliance  examiners  in  using  HMDA  data  to  determine  whether 
a  particular  supervised  institution  has  engaged  in  illegal  discrimi- 
nation. However,  all  of  the  Bank's  compliance  examiners  receive 
training  in  analyses  of  HMDA  data  and  in  examination  procedures 
to  use  HMDA  data  effectively.  In  addition,  compliance  examiners 
use  a  computer  query  system  developed  by  the  Board  staff  to  access 
and  analyze  HMDA  data.  This  query  system  enables  compliance 
examiners  to  select  specific  loan  applications  and  compare  them  in 
connection  with  their  discrimination  analysis.  The  query  system  in- 
cludes, but  is  not  limited  to,  race,  sex,  age,  income,  and  denied  and 
approved  applications. 

Staff  members  in  our  Community  Affairs  Office  assist  bankers 
and  members  of  community  groups  with  analysis  of  HMDA  and 
census  data.  This  assistance  not  only  helps  bankers  understand 
how  their  lending  records  compare  to  those  of  their  peers,  but  also 
provides  useful  information  regarding  the  current  demographic 
characteristics  of  the  neighborhoods  which  they  serve. 

Also,  educational  programs,  such  as  seminars  we  will  sponsor 
this  summer  for  bank  executive  officers  and  board  members,  spe- 
cifically address  the  findings  of  the  Boston  study  and  its  implica- 
tions for  lenders. 

Q.2B.  At  another  hearing  on  access  to  capital  in  low-income  com- 
munities, Bruce  Marks,  Executive  Director  of  the  Union  Neighbor- 
hood Assistance  Corporation,  suggested  that  the  Federal  Reserve 
Banks  hold  hearings  on  mortgage  discrimination  and  reverse  red- 
lining in  their  respective  districts.  That  looks  like  a  good  idea  to 
me.  Will  you  hold  such  a  hearing? 

A.2B.  We  believe  that  programs  and  procedures  already  part  of  the 
regulatory  process  and  our  Community  Affairs  effort  provide  appro- 
priate opportunities  for  public  participation.  Our  preference  would 
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be  to  focus  our  resources  on  these  programs  which  are  designed  to 
encourage  constructive  communication  between  bankers  and  mem- 
bers of  tneir  communities.  Any  decision  to  hold  formal  public  hear- 
ings would  be  that  of  the  Board  of  Governors. 

Under  current  procedures,  the  public,  including  the  leadership  of 
community  based  organizations,  is  invited  to  comment  on  bank 
lending  records  as  banks  and  bank  holding  companies  apply  to  the 
Federal  Reserve  for  permission  to  make  various  changes  in  their 
structure  or  ownership.  When  we  receive  comments  that  suggest 
community  credit  needs  are  not  being  met,  we  encourage,  and  often 
host,  private  meetings  to  permit  the  commenter  and  applicant  to 
thoroughly  discuss  the  issues.  At  the  request  of  both  parties,  we 
will  act  as  mediator  to  assist  them  in  concluding  an  agreement  that 
meets  community  credit  needs  in  a  manner  consistent  with  sound 
banking  practices. 

The  Community  Reinvestment  Act  further  encourages  ongoing 
dialogue  between  community  organizations  and  banks.  To  that  end, 
educational  programs  sponsored  by  our  Community  Affairs  depart- 
ment are  often  made  available  to  the  membership  of  community  or- 
ganizations. These  programs,  in  addition  to  presenting  material, 
provide  a  forum  for  bankers,  community  leadership,  and  Reserve 
Bank  staff. 

In  addition  to  formal  programs,  members  of  the  Community  Af- 
fairs staff  routinely  seek  out  the  leadership  of  community  organiza- 
tions throughout  the  district  to  solicit  their  views  regarding  local 
credit  needs.  These  views  are  incorporated  into  community  profiles 
which  provide  bankers  not  only  with  information  about  credit 
needs,  but  also  ways  in  which  those  needs  might  be  met. 

These  efforts  appear  to  us  to  provide  opportunities  for  public  par- 
ticipation in  a  process  in  which  community  credit  needs  can  be  de- 
fined and  addressed  consistent  with  sound  banking  practices. 
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